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CHAPTER I. 
INTRODUCTION 
The main purpose of this study is to contrast two hypotheses of in­
terest rate determination to see if either can explain why interest rates 
were low in the United States during the 1940's. 
The answer to this question would appear to be relatively trivial. 
After all, the Federal Reserve "pegged" interest rates on U.S. government 
securities at relatively low levels from about the time the United States 
entered the war until the time of the "Accord". But, to say that the 
Federal Reserve "pegged" interest rates on government securities during 
the 1940's does not explain how this "pegging" was accomplished. There 
are at least two views as to how interest rates were "pegged" during the 
1940's, but before discussing these two views, we need to present some 
facts that will ultimately be shown to be pertinent to the study: 
1) Interest rates on private securities and financial paper were 
generally lower during the 1940's than they were during the 1930's. In­
terest rates on U. S. government securities were higher during the 1940's 
than during the late 1930's but lower than during the early 1930's. (See 
Table 1.1). 
2) Despite price controls, all price indices moved upward at a rela­
tively rapid rate during the 1940's (more so in the late 1940's than in the 
early 1940's). Indeed, the implicit deflator for GNP almost doubled from 
1940 to 1950; a little less than half of that increase occurred prior to 
1945 (see Table 1.2). In addition to increases in measured prices, a 
considerable change in prices probably took place through such things as-
black markets, decreased product quality, reduced level of services 
accompanying sales, etc. This suggests that the rate of inflation was 
sizable during the 1940's. 
3) The money supply of the United States did not rise throughout 
the 1940's. It reached a peak in 1945 (for Î^/P) and in 1948 (for M^/P) 
and then began to decline. (See Table 1.3). 
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TABLE 1.1—Bond yields and interest rates, 1929-1951.^ 
3-month 3-5 year Corporate Prima 
Year Treasury Treasury Bonds Commercial Paper 
Bills Issues (Moody's Aaa) 4-6 months 
1929 - - - - 4.73 5.85 
1930 — — 4.55 3.59 
1931 1.402 — — 4.58 2.64 
1932 .879 — — 4.01 2.73 
1933 .515 2.66 4.49 1.73 
1934 .256 2.12 4.00 1.02 
1935 .137 1.29 3.60 .75 
1936 .143 1.11 3.24 .75 
1937 .447 1.40 3.26 .94 
1938 .053 .83 3.19 .81 
1939 .023 .59 3.01 .59 
1940 .014 .50 2.84 .56 
1941 .103 .73 2.77 .53 
1942 .326 1.46 2.83 .66 
1943 .373 1.34 2.73 .69 
1944 .375 1.33 2.72 .73 
1945 .375 1.18 2.62 .75 
1946 -375 1.16 2.53 .81 
1947 .594 1.32 2.61 1.03 
1948 1.040 1.62 2.82 1.44 
1949 1.102 1.43 2.66 1.49 
1950 1.218 1.50 2.62 1.45 
1951 1.552 1.93 2.86 2.16 
^Source: U.S. President (1967, p. 272). The figures are given in 
percentages. 
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TABLE 1.2.—Implicit price deflators for Gross National Product, 
1929-1951.& 
(Index Numbers, 1958 = 100) 
deflator for total 
Year Gross National Product 
1929 .5064 
1930 .4926 
1931 .4478 
1932 .4025 
1933 .3929 
1934 .4216 
1935 .4262 
1936 .4273 
1937 .4450 
1938 .4388 
1939 .4323 
1940 .4387 
1941 .4722 
1942 .5303 
1943 .5683 
1944 .5816 
1945 .5966 
1946 .6670 
1947 .7464 
1948 .7957 
1949 .7912 
1950 .8016 
1951 .8564 
^Source: U.S. President (1971, p. 200). 
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TABLE 1.3.—Money supply, 1929-1951, in billions of dollars,^ 
Currency . 
Year Plus Demand K/P ^ ^ ® VfB 
Deposits (M^) Time Deposits (1^) 
1929 26.6461 46.5983 52.6603 83.2114 
1930 25.7799 45.7068 52.2920 92.7116 
1931 24.1099 42.5937 53.8168 95.0753 
1932 21.1469 36.1060 52.6042 89.8161 
1933 19.9522 32.3407 50.7691 82.2918 
1934 21.8492 34.3430 51.7753 81.3815 
1935 25.8476 39.0353 60.6751 91.6321 
1936 29.5407 43.4783 69.1819 101.8229 
1937 30.8814 45.6391 69.3965 102.5598 
1938 30.5522 45.5421 69.5950 103.7407 
1939 34.1822 49.3076 79.1255 114.1380 
1940 39.6676 55.2183 90.3589 125.7821 
1941 46.4745 62.4583 98.4630 132.3270 
1942 55.4269 71.2514 104.5790 134.4366 
1943 72.2114 89.8906 127.1328 158.2582 
1944 85.3783 106.8721 146.6982 183.6291 
1945 99.0744 126.4560 165.9539 211.8191 
1946 106.4021 138.6537 159.5235 207.8766 
1947 111.7920 146.0003 149.8552 195.7108 
1948 112.3080 148.1247 141.0904 186.0862 
1949 111.1580 147.4663 140.5284 186.4302 
1950 114.1420 150.8087 142.3216 188.0407 
1951 119.2330 156.4580 139.2908 182.7780 
^See Sources of Data, p. 115. 
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4) Real GNP in the U. S. reached a peak in 1945 and then began to 
decline. Nominal GNP also reached a peak in 1945, fell in 1946, and then 
rose through the end of the decade. (See Table 1.4). 
5) The rapid rise in real GNP in the early 1940's together with the 
absence of any significant amount of real net investment suggest that the 
real yield on capital should have risen at least during the early 1940's, 
despite the rise in taxes (particularly, the imposition of the excess 
profit's tax). 
We return now to the two explanations of interest rate "pegging". 
One explanation is rooted in Keynesian theory while the other is more 
Classical. 
The Keynesian explanation 
A rather simple Keynesian model involves splitting the economy into 
two sectors: a real-commodities-demand sector and a monetary sector. The 
real sector is represented by the IS curve and the monetary sector, by the 
LM curve. The intersection of these two curves stipulates the equilibrium 
rate of national income and the equilibrium rate of interest. Furthermore, 
in line with Keynesian thought, if the economy is generally out of equi­
librium, the monetary sector goes to equilibrium first. Thus, given a 
rate of GNP, if the money supply is changed the interest rate will change 
to restore equilibrium in the monetary sector. The change in the interest 
rate will then affect the quantity of commodities demanded via investment 
demand if and only if investment demand is elastic with respect to the 
interest rate. 
During the 1940's, there was essentially no private investment 
activity in the U. S. (since materials control precluded most private in­
vestment activity). Thus, it is safe to conclude that during this period 
investment was not elastic with respect to the interest rate. 
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TABLE 1.4.—Gross National Product, 1929-1951, in billions of dollars.* 
Total GNP 
Year in 1958 dollars Nominal GNP 
1929 203.6 103.095 
1930 183.5 90.367 
1931 169.3 75.820 
1932 144.2 58.049 
1933 141.5 55.601 
1934 154.3 65.054 
1935 169.5 72.247 
1936 193.0 82.481 
1937 203.2 90.446 
1938 192.9 84.670 
1939 209.4 90.494 
1940 227.2 99.678 
1941 263.7 124.540 
1942 297.8 157.910 
1943 337.1 191.592 
1944 361.3 210.104 
1945 355.2 211.945 
1946 312.6 208.509 
1947 309.9 231.323 
1948 323.7 237.562 
1949 324.1 256.484 
1950 355.3 284.769 
1951 395.1 328.404 
^Source: U.S. President (1971, p. 197). 
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Focusing on the LM curve, the Keynesian explanation for low interest 
rates during the 1940's is that the Federal Reserve kept the stock of 
money high relative to the rate of GNP. 
This point of view, as tested in the literature, has generally not 
taken the war years into consideration. There is, however, one paper that 
is relevant in that the model used is similar to one presented later in 
this study. Feldstein and Eckstein (1970) envisioned a model (not purely 
Keynes ian) in which the long-term interest rate is a function of four 
types of variables: liquidity variables (for which they used the real 
monetary base and real gross national product), inflation variables (for 
which they used a distributed lag of the quarterly price deflator for the 
consumer expenditure component of GNP), the government debt, and short-run 
expectations regarding changes in the interest rate (for which they assumed 
that investors extrapolate past changes in interest rates, i.e., they used 
to capture the expectations effect—where Ris the interest rat^u 
Feldstein and Eckstein tested their model for the period beginning 
with the first quarter of 1954 and ending with the second quarter of 1969. 
Their empirical results suggest that, although the Keynesian liquidity 
preference variables explain a great deal of the movement in interest rates, 
adding price expectations variables substantially improves the explanatory 
power of the model. 
It is to the Classical theory that we now turn. 
The Classical explanation 
According to Classical theory, the real rate of interest is the real 
rate of return on real capital goods. The nominal rate of return on 
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riskless financial assets is approximately the real rate of return on 
capital goods plus the expected rate of inflation. 
Returning to the facts for a moment, it would appear that the real 
rate of return on real capital was relatively high during the 1940's 
(higher than in the 1930's). Furthermore, the rate of inflation was posi­
tive and significant. Why, then, was the rate of interest so low in the 
1940's? 
This question leads to the second aspect of the classical explanation. 
An increase in the money supply drives the capital market out of equili­
brium for a short period of time. It drives the interest rate down. But, 
in order to succeed in keeping the interest rate down, the monetary 
authority must continue to increase the money supply at an ever increasing 
rate. In short, then, the Classical economists argue that the interest 
rate was low because of the rapid and ever increasing rate of growth of 
the money supply. 
This point of view has been tested in the literature by several 
economists. Andersen and Carlson (1970) combine a loanable funds with a 
Fisherian analysis to form the interest rate determination equation in 
their (Monetarist) model of the economy. In this model, interest rates 
depend on the rate of growth of the money stock, the rate of change of 
output, and inflation (adjusted by the level of unemployment). They tested 
this model for the period beginning with the first quarter of 1955 and 
continuing through the fourth quarter of 1969. The results, using Moody's 
Aaa corporate bond rate and the four-to-six months prime commercial paper 
rate, were reasonably good with the exception of a very lew Durban-Watson 
statistic indicating (perhaps) that an important variable had been omitted. 
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It should be noted that this test period excludes the war years 
(as do all other studies mentioned in this section). This may be a 
serious inadequacy of these studies in that it would seem that the war 
years would provide an extremely good test of the Classical hypothesis. 
More specifically, during the period 1939-1951, there exists a prolonged 
period in which interest rates were abnormally low. Moreover, the Fed­
eral Reserve specifically announced its intentions to keep rates at those 
low levels. Discovering the method by which the Fed was able to maintain 
the structure of rates would seem to contribute a great deal toward re­
solving the controversy between the proponents of these two theories of 
interest rate determination. 
The Classical hypothesis was tested by Yohe and Karnosky (1969) in a 
manner similar to that of Andersen and Carlson. Yohe and Karnosky (Y-K) 
were specifically trying to incorporate a Fisherian distributed lag measure 
of anticipated inflation and it is the effect of this variable on interest 
rates with which they are primarily concerned. Their results imply that 
inflation has an important effect on interest rates, i.e., they found that 
a one percent increase in the rate of inflation will cause an increase in 
the long-term interest rate (Moody's Aaa rate) of 66 points (and similarly 
for the short-term rate). 
Y-K expanded their model to include the role of liquidity by making 
the interest rate a function of the rate of inflation (for which they used 
the annual rate of change in the GNP price deflator), the level and rate 
of change of real GNP, and the average change in the real money stock. 
They concluded, after testing this model, that the addition of sonsy and 
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income variables did not appreciably improve the explanatory power of 
their model. 
Gibson (JPE 1970) was interested in testing the effect on nominal 
interest rates of liquidity, income, and price expectations effects, i.e., 
he was attempting to measure the effects of changes in the money stock, 
changes in nominal income, and changes in the expected rate of price in­
flation on interest rates. The results of his tests for thvi period 1947 
to 1966 support the Classical position, stated above, that in order to 
maintain low interest rates the monetary authority must increase the money 
stock continuously. He qualifies this somewhat, though, by showing that 
this process of increasing the money stock causes an increase in nominal 
income (and, perhaps, higher prices) which would, in turn, lead to higher 
interest rates. 
In another paper, Gibson (JOF 1970) tests a similar model for the 
Fisher effect. Not surprisingly, he finds that expected price changes 
positively affect nominal interest rates. Moreover, long-term rates were 
found to depend on prices lagged over a longer period than for short-term 
rates. He deleted the years during and limnediately following World War II 
because the results were poor for that period. This he attributes to the 
fact that price indices failed to capture all the price rises that occurred 
during the war. 
Federal Reserve pegging operations 
Before proceeding, we need to discuss in detail the actions of the 
Federal Reserve in "pegging" interest rates. 
Il 
1937 The first discussion of stabilizing the Government securi­
ties market occurred in 1937 when the Federal Open Market Committee (FCMT) 
decided that there was a need to prevent a "disorderly market". The 
purpose of this stabilization was not to stabilize rates (as was later 
the case) but to protect member bank portfolios and to assure an orderly 
capital market as a condition for general economic recovery following 
the Depression (U.S. Federal Reserve System, 1937, p. 214). 
1939 In September of 1939 war broke out in Europe; simultaneously 
price of United States Government securities declined sharply. The 
FQMC agreed at that time to support the securities market to prevent wide 
fluctuations in government security prices. At this point, however, no 
rigid system of support prices existed. 
In implementing this policy, the Fed announced that it would make 
advances on government securities at par and at the discount rate (one 
percent in New York and 1 1/2 percent elsewhere). The purpose of this 
action was co encourage banks to refrain from selling their holdings of 
government securities as a result of the sharp drop in prices. The Fed, 
at the same time, bought substantial amounts of government securities. In 
particular, the System increased its holdings by $473 million between 
August 28 and September 25 (U.S. Federal Reserve System, 1939, p. 6-7). 
1940 Throughout 1940 the Fed continued to conduct open market 
operations "...for the purpose of maintaining orderly conditions in the 
government security market". As a result of rising security prices 
through most of the year the Fed sold approximately $300 million of 
government securities (U.S. Federal Reserve System, 1940, p. 3). 
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1941 The securities market was relatively stable during 1941 
and, as a result, there was little occasion for the Fed to become con­
cerned about it until December when the United States entered the war. 
At that time, the Federal Reserve Board issued a statement that said 
in part (U.S. Federal Reserve System, 1941, p. 1): 
The System is prepared to use its powers to assure that an ample 
supply of funds is available at all times for financing the war 
effort and to exert its influence toward maintaining conditions 
in the United States Government security market that are satis­
factory from the standpoint of the Government's requirements. 
This statement was strengthened when the Fed and the Treasury began 
cooperating fully to finance the war. A statement contained in the 1941 
Annual Report of the Federal Reserve System (p. 9) contended that 
... (a) joint aim of the Treasury and the Federal Reserve was 
to maintain prices and yields on Government securities close 
to existing levels for the duration of the war. This assured 
the Treasury of a market for its securities at rates of inter­
est known in advance and removed the incentive for investors 
to defer purchases of Government securities. 
It appears that the Fed had, at this point, made a solid commitment 
to stabilize interest rates although the level at which rates were to be 
pegged was not specifically announced. 
1942 The first statement specifying the level of rates to be 
sufporced was made April 30, 1942, when it was announced that the Federal 
Reserve would support the yield on Treasury bills at 3/8 percent per 
annum. In order to stimulate wider distribution of these bills, the 
FQMC announced on August 3, that the Fed would purchase Treasury bills 
at 3/8 percent or would swap similar bills (amount and maturity) at the 
discretion of the seller. This, of course, gsvs the seller the right to 
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repurchase these securities and rendered these securities the equiva­
lent of excess reserves to commercial banks. 
1943 The Fed continued its support of the Treasury bill rate 
at 3/8 percent per annum and extended its policy to include the long-
term bond market. In order to maintain these rates, total holdings of 
Government securities increased by $5.4 billion during 1943. 
It should be noted, at this point, that while the Fed announced 
intentions to peg long-term bond rates (at 2 1/2 percent per annum), 
this commitment was to prevent yields from rising. There was apparently 
no agreement that they should prevent yields on long-term bonds from 
falling. 
1944-1945 Support of the pattern of interest rates continued 
throughout 1944 and 1945 with a range from 3/8 percent on bills to 
2 1/2 percent on long-term bonds. 
As a result, the Fed's holdings of bills and short-term notes 
increased substantially as they purchased them from banks desiring to 
sell bills and from dealers who found it impossible to sell their entire 
allotments of these securities on the market. 
1946 Interest rates were below the support rates through most 
of 1946. However, the FOMZ rec-ated its support of the pattern of rates 
(3/8 percent on bills, 7/8 percent on one-year certificates, and 2 1/2 
percent on 27-year bonds) at meetings held March 1, June 10, and 
October 3. 
The stated reason for these actions remained that of providing 
"orderly markets" that would facilitate the Government's needs (U.S. 
Federal Reserve System, 1546, p. 102). 
14 
1947 Strict control of the structure of interest rates began 
to ease somewhat beginning on July 10 when the F(MC abandoned its support 
of the bill rats and agreed to allow the one-year certificate rate to 
drift upward (to 1 1/8 percent by the end of the year). The long-term 
bond rate continued to be supported at 2 1/2 percent per annum through­
out the year. 
1948 A great deal of pressure was exerted on long-term rates 
through mid-year, presumably due to widespread selling of Government 
bonds by nonbank financial institutions. This situation led the FÛJMC to 
repeatedly announce its support of the yield on long-term securities. 
The yield on one-year certificates was allowed to drift upward to 
11/4 percent by the end of the year. 
1949 On June 28 the FO}K issued the following statement (U.S. 
Federal Reserve System, 1949, p. 115): 
The Federal Open Market Committee, after consultation with the 
Treasury, announced today that with a view to increasing the 
supply of funds available in the market to meet the needs of 
commerce, business, and agriculture it will be the policy of the 
Committee to direct purchases, sales, and exchanges of Govern­
ment securities by the Federal Reserve Banks with primary re­
gard to the general business and credit situation. The policy 
of maintaining orderly conditions in the Government security 
market and the confidence of investors in Government bonds 
will be continued. Under present conditions the maintenance 
of a relatively fixed pattern of rates has the undesirable 
effect of absorbing reserves from the market at a time when 
the availability of credit should be increased. 
Following the issuance of this statement, rates fell sharply through 
July and August and more gradually through the remainder of the year. At 
the end of the year, the pattern of rates on Government securities was 
very close to the pattern that had existed in previous years. That is. 
15 
the rates on Treasury bills and one-year certificates were about 1 1/8 
percent and the average yield on long-term bonds was approximately 2.19 
percent. 
Prior to 1949, the minutes of the FOMC virtually always referred to 
the maintenance of a "stable and orderly" Government security market. 
It appears that the FOMC had, at this point, begun to think in terms of 
using open market operations in a counter-cyclical fashion as opposed to 
strictly supporting the pattern of interest rates. 
1950 During 1950, the Fed seemed to be less and less inclined 
to support the pattern of interest rates as concern for bank reserves 
and counter-cyclical monetary policy became increasingly important. 
This is evidenced in the meeting of the FOîC held August 18 in which it 
was stated that support of interest rates had caused excessive expansion 
of bank reserves and had led to inflationary pressure within the economy. 
The Committee decided, as a result, that it was necessary to adopt "a 
more flexible policy to restrain credit expansion" (U.S. Federal Reserve 
System, 1950, p. 87). They still maintained that it was important to 
maintain an orderly security market but there was no mention of support­
ing the pattern of rates as had previously been the case. 
1951 The official cessation of Federal Reserve support of 
Government security rates occurred in March 1951 with the Treasury-
Federal Reserve Accord. It is rather obvious, though, that actual peg­
ging ceased gradually beginning in 1949. 
Summary 
To conclude, it has been shewn that the Federal Reserve System 
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sought to "peg" the pattern of interest rates in the United States during 
the 1940's. Furthermore, it has been shown that currently accepted mone­
tary theory provides at least two alternative methods by which this could 
have been accomplished: the Keynesian and the Classical hypotheses. 
The Keynesians would contend that interest rates were low during 
the 1940's because the money stock was high relative to the level of GNP. 
The Classicists, on the other hand, would contend that interest rates were 
low because the Fed was increasing the money stock at an ever increasing 
rate. Neither of these hypotheses has been tested for the war years; it 
is to this task that we now turn. 
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CHAPTER II, 
CIASSICAL EQUATIONS AND EMPIRICAL RESULTS 
The Classical hypothesis has been specified in a variety of ways. 
Two very closely related interest rate equations were chosen for test­
ing in this study — the "expanded" equation of Yohe and Karnosky (1969) 
and the interest rate determination equation from the St. Louis Federal 
Reserve Model (Andersen and Carlson, 1970), Each of these alternatives 
will be presented and discussed in the following sections. 
Yohe and Kamosky 
The model 
Yohe and Kamosky's (Y-K) "expanded" equation is of the form: 
= '0 + <^ 1+1 
1—u 
where : 
R^ is the current nominal interest rate, 
P is the annual rate of change in the GNP deflator and Z P 
i=0 ^ 1 
represents a weighted average of current and past rates of change in the 
GNP deflator, 
Y and AY are the level and rate of change in real income, and 
AM is the average change in the real money stock (nominal money stock 
deflated by the ŒP price deflator). 
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The data 
All of the empirical testing of Classical equations was accomplished 
using ordinary least squares applied to annual data expressed arithmeti­
cally (not in logarithms). 
Four alternative measures of the interest rate were utilized: the 4-
to-6 months prime commercial paper rate, the Treasury bill rate, the 3-to-
5 year Government security rate, and Moody's Aaa corporate bond rate. Both 
(currency in the hands of the public plus demand deposits) and (M^^ 
plus time deposits) definitions of money were employed. Income was repre­
sented by Gross National Product and by Personal Income. Prices were 
represented by the GNP deflator. Third degree Almon polynomials were 
applied to the rate of inflation lagged ten years to obtain a weighted 
average of current and past rates of inflation. Finally, the rate of in­
flation was taken to be 100 [(P^_^/P^ - 1]. The rate of change of 
income and money was computed in a similar fashion. 
The results 
1940-1969 The results obtained using this period can be seen in 
Tables 2.1 - 2.4. As is readily apparent these results, with the excep­
tion of those using Moody's Aaa rate, are reasonably good. More specifi-
2 
cally, the R (which measures the percentage of the variation in the 
dependent variable that is explained by variations in the independent 
variables) is in excess of 0.877 for all the tests and greater than 0.884 
when the long-term rate is excluded. 
Likewise, the Durban-Watson (D-W) statistic (which can be used to de­
tect autocorrelation in the residuals which is due to the absence of 
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TABLE 2.1.—The four-to-six months prime commercial paper rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 0.0129 11.0604 2.1332 2 ^  * 
A(GNP/P) 0.0132 0.4746 0.0199 nu = i? 
A(M^/P) -0.0278 -1.3280 0.0177 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients; 0.0007 
0.010 0.327 
-0.0 -0.011 
-0.006 -0.205 
-0.007 -0.268 
-0.006 -0.331 
-0.003 -0,256 
0.0 0.012 
0.003 0.100 
0.005 0.136 
0.004 0.155 
0 . 0  0 . 0  
Independent Regression t-Value 
Variable Coefficient 
PI/P 0.0150 9.8134 
A(PI/P) 0.0181 0.6730 
ACM^/P) -0.0378 -1.6440 
Rate of Inflation 
Coefficient t-Stat S 
0.014 0.412 t 
-0.006 -0.377 
-0.017 -0.609 
-0.020 -0.704 
-0.018 '0,818 
-0.011 -0.610 
-0.004 -0.136 
0.003 0.079 
0.007 0.177 
0.007 0.231 
0.0 0.0 
Mean 
Elasticity 
2.0578 
0.0222 
0.0242 
R = 0.877 
D-W = 1.4531 
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TABLE 2.1.—CcE-tinued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
L(GNP/P) 
ACMg/P) 
0.0127 
0.0113 
-0.0506 
11.4838 
0.4454 
-2.1098 
2.1084 
0.0170 
•0.0571 
R = 0.895 
D-W = 1.4711 
Rate of Inflation 
Coefficient t-Stat 
0.017 0.575 
0.001 0.092 
-0.008 -0.312 
-0.012 -0.486 
-0.013 -0.727 
-0.010 -0.823 
-0.007 -0.298 
-0.002 -0,073 
0.001 0.026 
0.002 0.081 
0.0 0.0 
E of Lag Coefficients: -0.0304 
t - -0.3723 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
A(PI/P) 
ACM^/P) 
0.0142 
0.0394 
•0.0774 
9.6876 
1.4520 
-2.6459 
1.9494 
0.0484 
-0.0872 
R = 
D-W 
0.8947 
« 1.6581 
Rate of Inflation 
Coefficient t-Stat 
0.035 1.052 
-0.007 -0.461 
-0.031 -1.196 
-0.041 -1.518 
-0.041 -1.883 
-0.032 -1.587 
-0.020 -0.675 
-0.007 -0.182 
0.003 0.065 
0.006 0.208 
0.0 0.0 
S of Lag Coefficients: -0.1363 
t = -1.2912 
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TABLE 2.2.—The Treasury bill rate, 1940-1969. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
6(GNP/P) 
ACM^/P) 
0.0123 
0.0173 
-0.0244 
12.5035 
0.7364 
-1.3845 
2.5504 
0.0327 
0.0196 
R = 0.9043 
D-W = 1.5660 
Rate of Inflation 
Coefficient t-Stat 
0.011 0.433 
0.004 0.251 
-0.001 -0.029 
-0.002 -0.105 
-0.002 -0.141 
-0.001 -0.071 
0.001 0.061 
0.003 0.102 
0.004 0.119 
0.003 0.129 
0.0 0.0 
S of Lag Coefficients: 
t = 0.2714 
0.0193 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
PI/P 0.0142 10.9937 2.4394 *2 ^ 
A(PI/P) 0.0184 0.8108 0.0284 n u = î cI 
A(M^/P) -0.0332 -1.7097 0.0266 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0,0316 
0.015 0.530 
-0.003 -0.245 
-0.014 -0.574 
-0.017 -0.696 
-0.015 -0.825 
-0.010 -0.624 
-0.003 -0.142 
0.003 0.078 
0.006 0.180 
0.006 0.236 
0.0 0.0 
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TABLE 2.2,—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
à(GNP/P) 
ACMg/P) 
0.0121 
0.0154 
-0.0434 
12.9891 
0.7175 
-2.1410 
2.5238 
0.0291 
-0.0613 
R = 0.913 
D-W = 1.7074 
Rata of. Inflation 
Coefficient t-Stat 
0.017 0.700 
0.005 0.365 
-0.003 -0.126 
-0.007 -0.313 
-0.008 -0.528 
-0.007 -0.641 
-0.005 -0.251 
-0.002 -0.074 
0.0 0.005 
0.001 0.050 
0.0 0.0 
S of Lag Coefficients: -0.0073 
t " -0.1061 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
A(PI/P) 
ACMg/P) 
0.0135 
0.0369 
-0.0675 
10.9552 
1.6169 
-2.7464 
2.3218 
0.0568 
-0.0954 
R « 0.913 
D-W = 1.8118 
Rate of Inflation 
Coefficient t-Stat 
0.033 1.194 
-0.004 -0.319 
-0.026 -1.177 
-0.035 -1.536 
-0.035 -1.928 
-0.028 -1.635 
-0.017 -0.700 
-0.006 -0.192 
0.002 0.064 
0.005 0.212 
0.0 0.0 
S of Lag Coefficients: -0.0111 
t = -1.2543 
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TABLE 2,3.—The Moody's Aaa rate, 1940-1969. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
L(GNP/P) 
6(M^/P) 
0.0083 
0.0262 
•0.0115 
12.6615 
1.6603 
-0.9724 
1.0139 
0.0289 
0.0054 
R = 0.907 
D-W = 0.7887 
Rate of Inflation 
Coefficient t-Stat 
0.008 0.478 
0,012 1.211 
0.010 0,630 
0,004 0,259 
-0.004 -0.376 
-0,012 -1,699 
-0.019 -1,490 
-0,023 -1,203 
-0.022 -1.056 
-0.015 -0.970 
0,0 0,0 
E of Lag Coefficients: -0,0608 
t = -1.2692 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
L(PI/P) 
A(M^/P) 
0.0092 
-0.0014 
-0.0077 
11.4769 
-0,0960 
-0,6025 
0.9858 
-0.0013 
0,0036 
R = 0.904 
D-W = 0,7894 
Rate of Inflation 
Coefficient t-Stat 
0,003 0,134 
0.007 0.698 
0.006 0.353 
0,001 0.039 
-0.006 -0.470 
-0,013 -1.204 
-0.018 -1,158 
-0,022 -0.989 
-0,021 -0.884 
-0,014 -0,818 
0,0 0,0 
S of Lag Coefficients; -0,0776 
t = -1.3589 
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TABLE 2.3.—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Va lue Mean 
Elasticity 
GNP/P 
A(GNP/P) 
ACMg/P) 
0,0082 
0.0261 
-0.0240 
13.0691 
1.7932 
-1.7528 
1.0053 
0.0288 
-0.0198 
R = 0.914 
D-W = 0.8772 
Rate of Inflation 
Coefficient t-Stat 
0.012 0.744 
0.012 1.362 
0.008 0.563 
0.001 0.077 
-0.007 -0.734 
-0.016 -2.165 
-0.022 -1.770 
-0.025 -1.376 
-0.024 -1.176 
-0.016 -1.059 
0.0 0.0 
S of Lag Coefficients: -0.0757 
t = -1.6193 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
A(PI/P) 
ACMg/P) 
0.0094 
0.0089 
-0.0268 
11.0932 
0.5702 
-1.5874 
0.9452 
0.0080 
-0.0221 
R = 0.912 
D-W = 0,8215 
Rate of Inflation 
Coefficient t-Stat 
0.013 0.678 
0.006 0.631 
-0.002 -0.150 
-0.010 -0.639 
-0.017 -1.367 
-0.022 -1.903 
-0.025 -1.483 
-0.025 -1.115 
-0.022 -0.903 
-0.013 -0.773 
0.0 0.0 
S of Lag Coefficients; -0.1190 
t = -1.9524 
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TABLE 2.4.—Tlie three-to-five year Treasury bond rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 
A(GNP/P) 
A(M^/P) 
0.0111 
-0.0031 
-0.0108 
12.9093 
-0.1502 
-0.7027 
1.7666 
-0.0044 
0.0066 
R = 0.917 
D-W = 1.1161 
Rate of Inflation 
Coefficient t-Stat 
0.017 0.775 
-0.001 -0.062 
-0,011 -0.564 
-0.015 -0.789 
-0.015 -1.129 
-0.012 -1.254 
-0.006 -0.387 
-0.001 -0.046 
0.003 0.099 
0.004 0.178 
0.0 0.0 
S of Lag Coefficients: 
t " -0.6047 
-0.0379 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
PI/P 0.0130 11.4544 1.7068 r2 = q oio 
A(PI/P) 0.0258 1.2918 0.0304 n u = l 
A(M,/P) -0.0276 -1.6172 0.0169 ' 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0.0839 
0.028 1.090 
-0.005 -0.384 
-0.023 -1.116 
-0.030 -1.430 
-0.029 -1.818 
-0.022 -1.575 
-0.012 -0.569 
-0.002 -0.074 
0.005 0.161 
0.007 0.293 
0.0 0.0 
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TABLE 2.4.--Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
à(GNP/P) 
ACMg/f) 
0.0110 
-0.0024 
-0.0265 
13.2308 
-0.1282 
-1.4654 
1.7540 
-0.0035 
-r 0286 
R = 0.922 
D-W = 1.2259 
Rate of Inflation 
Coefficient t-Stat 
0.023 1.035 
0.0 0.032 
-0.013 -0.667 
-0.019 -0.987 
-0.019 -1.461 
-0.016 -1.662 
-0.010 -0.616 
-0.004 -0.167 
0.001 0.030 
0.003 0.138 
0.0 0.0 
S of Lag Coefficients; 
t = -0.8818 
-0.0543 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
6(PI/P) 
ACMg/P) 
0.0124 
0.0415 
-0.0568 
11.3899 
2.0615 
-2.6174 
1.6299 
0.0489 
-0.0613 
R = 0.924 
D-W = 1.5696 
Rate of Inflation 
Coefficient t-Stat 
0.043 1.745 
-0.005 -0.469 
-0.034 -1.731 
-0.046 -2.271 
-0.046 -2.872 
-0.037 -2.469 
-0.024 -1.088 
-0.010 -0.332 
0.002 0.051 
0.006 0.072 
0.0 0.0 
S of Lag Coefficients: -0.1515 
t = -1.9345 
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some important explanatory variable) was in excess of 1.2 for all the 
tests (excluding the Aaa rate). 
Furthermore, the income and money variables have correct (theoretical) 
signs and are highly significant at the .05 level in most cases. Unfor­
tunately, the rate of inflation has negative signs in every case. This is, 
of course, contrary to the Classical hypothesis that the rate of inflation 
will exert a positive influence on interest rates. 
The results obtained here are somewhat similar to those that Y-K re­
ported for the Aaa rate using quarterly data for the period 1961-1969. A 
comparison of the regression coefficients is contained in Table 2.5. 
Table 2.5.--Moody's Aaa rate regression coefficients. 
Variable This study Y-K^ 
GÎÎP/P 0.0083 0.0054 
A(GNP/P) 0.0262 0.0091 
A(M^/P) -0.0115 -0.0674 
Z lag coefficients -0.0608 0.7934 
a: Y-K, page 38. 
The most noticeable difference in these coefficients occurs in the sum 
of the lag coefficients. This study found scane negative coefficients for 
the rate of inflation while Y-K obtained all positive coefficients. For 
this reason, the sum of the lag coefficients is markedly different. In 
addition, Y-K found that the rate of change of prices had a significant im­
pact on short-term interest rates lagged up to twenty quarters (for the 
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period 1961-1969) while this study did not obtain significance (coupled 
with a correct sign) for any short-term rate. 
One explanation for the differences in the results obtained by these 
two studies might rest in the fact that this study included the war years 
whereas Y-K did not. If the explanatory power of the model for the war 
years is very poor, it may adversely affect the results obtained for the 
entire period 1940-1969. This hypothesis can be examined by looking at 
the results obtained for the war years. 
1940-1951 The empirical results for the war years are contained 
in Tables 2.6 - 2.9. As is obvious upon examination of these tables, the 
Y-K model does not perform well for these years. Few of the variables are 
significant at the .05 level. Moreover, the rate of change of money and 
the rate of inflation (the basis of the Classical system) show very poor 
results.^ One is tempted to conclude, on this basis, that the Classical 
hypothesis, as envisioned by Y-K, fails to explain interest rate changes 
during the war years. It is now time to see if Andersen and Carlson's 
equation can more accurately explain interest rate fluctuations during 
the 1940's. 
St. Louis Federal Reserve 
The model 
Andersen and Carlson (A-C) specify an interest rate determination 
equation of the form: 
1 
It is rather interesting that the rate of inflation has the correct 
(positive) sign more often than it did for the larger period. Moreover, 
these positive coefficients tend to be significant at the .05 level back 
as far as eight to nine years. 
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TABLE 2.6.—The four-to-six month prime commercial paper rate, 1940-1951. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P -0.0038 -0.6794 -1.2089 - n 7^n 
A(GNP/P) -0.0280 -0.8721 -0.1370 n u - i ai9Q 
A(M^/P) 0.0147 1.0684 -0.0205 ~ i.eizy 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: 0.1375 
-0.019 -1.284 
-0.021 -1.384 
-0.015 -0.685 
-0.003 -0.138 
0.012 0.931 
0.027 3.174 
0.039 2.498 
0.045 1.929 
0.043 1.657 
0.029 1.501 
0.0 0.0 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
PI/P -0.0031 -0.4369 -0.8250 r2 ^  
A(PI/P) 0.0080 0.4145 0.0297 n u - i Q9fls 
A(M^/P) 0.0069 0.6045 -0.0096 
Rate of Inflation 
Coefficient t-Stat E of Lag Coefficients; 0.1448 
-0.010 -0.520 
-0.011 -1.001 
-0.006 -0.335 
0.003 0.199 
0.014 1.185 
0.025 2.586 
0.034 2.137 
0.037 1.676 
0.035 1.429 
0.023 1.283 
0.0 0.0 
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TABLE 2.6.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P -0.0026 -0.3621 -0.8410 2 _ 
A(GNP/P) -0.0180 -0.4979 -0.0880 n u - i onvo 
6(IL/P) 0.0126 0.5334 0.0457 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 0.1427 
-0.017 -1.027 
-0.018 -1.101 
-0.012 -0.495 
-0.0 -0.007 
0.014 0.866 
0.027 2.046 
0.038 1.849 
0.043 1.530 
0.041 1.342 
0.027 1.226 
0.0 0.0 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
A(PT/P) 
ACMg/P) 
-0.0034 
0.0091 
0.0061 
-0.4350 
0.4505 
0.3174 
-0.9020 
0.0334 
0.0224 
R = 0.683 
D-W = 2.0202 
Rate of Inflation 
Coefficient t-Stat 
-0.009 -0.441 
-0.012 -1.026 
-0.007 -0.401 
0.002 0.108 
0.013 0.937 
0.025 1.801 
0.034 1.718 
0.039 1.483 
0.036 1.323 
0.024 1.218 
0.0 0.0 
S of Lag Coefficients: 
t = 1.7095 
0.1459 
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TABLE 2.7.--The Treasury bill rate, 1940-1951. 
Independent Regression t-Value 
Variable Coefficient 
GNP/P -0.0019 -0.6905 
A(GNP/P) -0.0167 -1.0638 
A(M^/P) 0.0130 1.9325 
Rate of Inflation 
Coefficient t-Stat S 
-0.014 -1.946 t 
-0.014 -1.842 
-0.007 -0.701 
0.003 0.295 
0.015 2.339 
0.027 6.358 
0.036 4.632 
0.040 3.439 
0.037 2.882 
0.024 2.567 
0.0 0.0 
Mean 
Elasticity 
-0.9977 
-0.1357 
-0.0302 
R = 0.929 
D-W = 1.7158 
0.1450 
= 5.2883 
Independent 
Variable 
PI/P 
A(PI/P) 
ACM^/P 
Regression 
Coefficient 
-0.0019 
0.0072 
0.0079 
t-Value 
•0.5335 
0.7441 
1.3809 
Mean 
Elasticity 
-0.8346 
0.0442 
-0.0182 
R^ = 0.917 
D-W = 1.9097 
Rate of Inflation 
Coefficient t-Stat 
-0.007 -0.777 
-0.008 -1.393 
-0.003 -0.299 
0.006 0.680 
0.016 2.566 
0.025 5.136 
0.032 4.094 
0.035 3.146 
0.032 2.650 
0.021 2.358 
0,0 0.0 
2 of Lag Coefficients: 
t = 4.6210 
0.1491 
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TABLE 2.7.—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Msan 
Elasticity 
GNP/P 
à(GNP/P) 
ACMg/P) 
-0.0017 
-0.0116 
0.0145 
-0.4424 
-0.6023 
1.1510 
-0.9095 
-0.0942 
0.0873 
R = 0.902 
D-W = 1.8259 
Rate of Inflation 
Coefficient t-Stat 
-0.014 -1.524 
-0.012 -1.368 
-0.005 -0.400 
0.005 0.460 
0.017 2.046 
0.028 3.983 
0.037 3.339 
0.040 2.652 
0.037 2.267 
0.024 2.033 
0.0 0.0 
S of Lag Coefficients: 0.1578 
t = 3.7247 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
PI/P 
A(PI/P) 
^(M^/P) 
-0.0027 
0.0075 
0.0101 
-0.6621 
0.7142 
0.9962 
-1.1905 
0.0460 
0.0611 
R = 0.905 
D-W = 1.9657 
Rate of Inflation 
Coefficient t-Stat 
-0.007 -0.689 
-0.008 -1.335 
-0.003 -0.295 
0.006 0.639 
0.017 2.199 
0.027 3.669 
0.034 3.299 
0.038 2.755 
0.034 2.408 
0.022 2.185 
0.0 0.0 
2 of Lag Coefficients: 0.1604 
t = 3.5893 
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TABLE 2.8.—Moody's Aaa rate, 1940-1951. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
A(GNP/P) 
A(M /P) 
-0.0035 
-0.0194 
0.0125 
-2.3032 
-2.2288 
3.3597 
-0.4193 
-0.0358 
-0.0066 
R = 0.577 
D-W = 1.8963 
Rate of Inflation 
Coefficient t-Stat 
-0.006 -1.474 
-0.011 -2.687 
-0.012 -2.006 
-0.009 -1.659 
-0.004 -1.156 
0.002 0.740 
0.007 1.686 
0.011 1.723 
0.012 1.698 
0.009 1.672 
0.0 0.0 
S of Lag Coefficients: -0.0017 
t = -0.1126 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
PI/P -0.00412 -1.5641 -0.4069 2 . 
A(PI/P) 0.00418 0.6225 0.0058 „ „ _ : 
ACM^/P) 0.0111 1.7261 0.0153 * 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 0.0185 
-0.0 -0.052 
-0.005 -1.216 
-0.005 -0.913 
-0.004 -0.643 
-0.001 -0.166 
0.003 0.634 
0.006 0.967 
0.009 1.007 
0.009 0.998 
0.006 0.984 
0.0 0.0 
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TABLE 2.8.—Continued. 
Independent Regression t-Value 
Variable Coefficient 
GNP/P -0.0039 -1.5945 
à(GNP/P) -0.0170 -1.4023 
ACMg/P) 0.0161 2.0464 
Rate of Inflation 
Coefficient t-Stat S 
-0.006 -1.101 t 
-0.010 -1.822 
-0.010 -1.239 
-0.006 -0.867 
-0.001 -0.243 
0.004 1.001 
0.010 1.399 
0.013 1.369 
0.013 1.317 
0.009 1.276 
0.0 0.0 
Mean 
Elasticity 
-0.4680 
-0.0313 
0.0221 
R = 0.251 
D-W = 1.9192 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity. 
PI/P -0.0031 -1.3790 -0.3070 r2 ^ . 
A(PI/P) 0.0043 0.7049 0.0059 S u - 9 
A(M /P) 0.0075 2.1273 -0.0039 
Rate of Inflation 
Coeff ic ient t-Stat S of Lag Coefficients: 0.0032 
-0.0 -0.010 
-0.005 -1.323 
-0.006 -1.096 
-0.005 -0.940 
-0.003 -0.687 
0.001 0.165 
0.004 0.729 
0.006 0.838 
0.007 0.863 
0.005 0.870 
0 .0  0 .0  
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TABLE 2,9.—The three-to-five year Treasury bond rate, 1940-1951. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 0.0005 0.2790 0.1364 r2 ^ 
A(GNP/P) -0.0207 -1.8627 -0.080 ^ - o ll 
A(M^/P) 0.0143 2.9911 -0.015 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 0.1045 
0.014 2.694 
-0.001 -0.263 
-0.007 -0.810 
-0.005 -0.672 
0.002 0.474 
0.011 3.782 
0.020 3.667 
0.026 3.159 
0.026 2.909 
0.018 2.,770 
0.0  0 .0  
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
PI/P 0.0018 0.5838 0.3942 2 
6(PI/P) 0.0141 1.6116 0.0413 n w =9 ss 
A(M^/P) 0.0048 0.9384 -0.0053 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: 0.09654 
0.024 2.802 
0.007 1.519 
-0.0 -0.016 
-0.002 -0.247 
0.001 0.211 
0.007 1.517 
0.013 1.778 
0.017 1.682 
0.018 1.619 
0.013 1.583 
0.0 0.0 
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table 2,9.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P -0.0008 -0.3406 -0.2123 2 ^  
A(GNP/P) -0.0220 -1,7991 -0.0853 n u - 9 iaqq 
A(ï^/P) 0.0220 2.7561 0.0634 
Rate of Inflation 
Coefficier ~ t-Stat S of Lag Coefficients: 0.1334 
0.012 2.181 
-0.001 -0.202 
-0.005 -0.610 
-0.001 -0.198 
0.006 1.191 
0.016 3.560 
0.025 3.591 
0.031 3.183 
0.030 2.932 
0.021 2.778 
0 .0  0 .0  
Independent Regression t-Value 
variable Coefficient 
PI/P 0.0011 0.3264 
A(PI/P) 0.0138 1.5588 
ACMg/P) 0.0078 0.9132 
Rate of Inflation 
Coefficient t-Stat 2 
0.023 2.689 
t 
0.008 1.520 
0.0 0.019 
-0.001 -0.092 
0.003 0.440 
0.009 1.410 
0.015 1.678 
0.019 1.652 
0.019 1.611 
0.014 1.582 
0.0 0.0 
Mean 
Elasticity 
0.2369 
0.0405 
0.0226 
R = 0.891 
D-W = 2.4798 
0.1086 
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\ *2%% + + .Jq ^i(^^_^/4) (2) 
where : 
is the annual rate of change in the real money stock, 
is a dumny variable,^ 
is the annual rate of change of real income, 
is the annual rate of change in the GNP deflator, 
^/4 is the index of unemployment as a percent of the labor force 
(base = 4.0), 
n n 
S Y - ^nd S 3. represent a weighted average of current and past 
i=0 ^ i=0 1 
rates of change in real income and the adjusted rate of inflation, 
respectively. 
The data 
The data used here are identical to that used in testing the Y-K model 
with the addition of the rate of unemployment. Third degree Almon poly­
nomials were applied to both lagged variables. The dummy variable was 
omitted in- this study. 
The results 
1940-1969 The results for this period can be seen in Tables 2,10 -
2.13. The outcome of these regressions is much like that obtained by A-C 
^= 0 for 1955-1960 and 1 for 1961-1969. A-C do not indicate 
the reason for doing this. 
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TABLE 2.10:—The four-to-six months prime commercial paper rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(K/P) -0.1493 -5.4882 0.0955 R^ = 0.8130 
D-W = 1.4645 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.444 -5.521 -0.289 -8.046 
-0.348 -7.652 -0.158 -7.130 
-0.253 -3.519 -0.077 -2.232 
-0.164 -2.328 -0.034 -1.007 
-0.085 -1.804 -0.020 -0.848 
-0.017 -0.595 -0.026 -1.369 
0.034 0.595 -0.041 -1.334 
0.064 0.742 -0.056 -1.273 
0.071 0.741 -0.060 -1.274 
0.051 0.714 -0.045 -1.294 
0.0 0.0 0.0 0.0 
Z = -1.0912 Z = -0.8051 
t = -5.5496 t = -6.2498 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M,/P) -0.2063 -6.7203 -0.2326 R^ = 0.8549 
D-W = 1.8782 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.372 -5.432 -0.282 -8.928 
-0.332 -8.611 -0.154 -7.839 
-0.276 -4.504 -0.075 -2.467 
-0.209 -3.465 -0.035 -1.187 
-0.138 -3.387 -0.025 -1.177 
-0.070 -2.548 -0.033 -1.983 
-0.011 -0.229 -0.050 -1.853 
0.031 0.418 -0.066 -1.702 
0.052 0.626 -0.069 -1.659 
0.044 0.709 -0.051 -1.656 
0.0 0.0 0.0 0.0 
S = -1.2809 Z = -0,8391 
t = -6.9977 t = -7.3521 
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TABLE 2.10.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(K/P) -0.0193 -0.3174 0.0123 R^ = 0.390 
D-W = 0.3530 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.225 -0.951 -0.133 -2.217 
-0.270 -1.668 -0.108 -2.792 
-0.281 -1.151 -0.087 -1.457 
-0.265 -1.137 -0.068 -1.152 
-0.230 -1.518 -0.053 -1.130 
-0.182 -2.043 -0.039 -0.879 
-0.129 -0.721 -0.028 -0.438 
-0.077 -0.277 -0.019 -0.224 
-0.033 -0.108 -0.011 -0.128 
-0.005 -0.024 -0.005 -0.080 
0.0 0.0 0.0 0.0 
2 = -1.6985 I = -0.5511 
t = -3.8131 t = -1.9872 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
àOL/2) -0.0197 -0.2435 -0.0222 R^ = 0.3889 
D-W = 0.3577 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.221 -0.928 -0.134 -2.163 
-0.266 -1.652 -0.108 -2.576 
-0.278 -1.142 -0.086 -1.344 
-0.264 -1.131 -0.067 -1.064 
-0.230 -1.516 -0.051 -1.065 
-0.184 -2.030 -0.039 -0.859 
-0.132 -0.734 -0.028 -0.428 
-0.081 -0.291 -0.019 -0.223 
-0.037 -0.120 -0.012 -0.133 
-0.008 -0.035 -0.006 -0.088 
0.0 0.0 0.0 0.0 
Z = -1.7014 S = -0.5505 
t = -3.7959 t = -1.9105 
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TABLE 2.11.—The Treasury bill rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(K/P) -0.1353 -5.5880 0.1084 R^ = 0.828 
D-W = 1.5345 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.409 -5.716 -0.273 -8.556 
-0.315 -7.784 -0.151 -7.617 
-0.226 -3.526 -0.074 -2.411 
-0.145 -2.302 -0.034 -1.121 
-0.074 -1.768 -0.021 -0.981 
-0.015 -0.592 -0.026 -1.560 
0.028 0.557 -0.040 -1.479 
0.054 0.694 -0.054 -1.391 
0.059 0.689 -0.058 -1.381 
0.042 0.658 -0.043 -1.396 
0.0 0.0 0.0 0.0 
Z = -1.0019 2 = -0.7739 
t = -5.7223 t = -6,7465 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M_/P) -0.1868 -6.8551 -0.2639 R^ = 0.867 
D-W = 1.9410 
Rats of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.344 -5.658 -0.267 -9.532 
-0.301 -8.783 -0.146 -8.410 
-0.246 -4.530 -0.072 -2.677 
-0.185 -3.457 -0.035 -1.320 
-0.122 -3.377 -0.025 -1.335 
-0.063 -2.584 -0.033 -2.211 
-0.013 -0.288 -0.049 -2.028 
0.024 0.356 -0.063 -1.848 
0.041 0.562 -0.066 -1.788 
0.035 0.644 -0.048 -1.779 
0.0 0.0 0.0 0.0 
Z = -1.1734 
t = -7.2198 
S = -0.8046 
t = -7.9401 
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TABLE 2.11.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
^(K/P) -0.0167 -0.2890 0.0133 R^ = 0.3636 
D-W = 0.3676 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.181 -0.808 -0.116 -2.046 
-0.226 -1.475 -0.098 -2.656 
-0.243 -1.048 -0.081 -1.432 
-0.236 -1.063 -0.066 -1.172 
-0.211 -1.466 -0.053 -1.192 
-0.174 -2.053 -0•041 -0.963 
-0.130 -0.767 -0.030 -0.499 
-0.086 -0.325 -0.021 -0.266 
-0.045 -0.154 -0.013 -0.158 
-0.015 -0.068 -0.006 -0.102 
0.0 0.0 G.O 0.0 
E = -1.5472 S = -0.5253 
t = -3.6598 t = -1.9957 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M-/P) -0.0157 -0.2044 -0.0222 • R^ = 0.3624 
D-W = 0.3728 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.178 -0.789 -0.118 -2.006 
-0.223 -1.459 -0.098 -2.461 
-0.239 -1.037 -0.080 -1.326 
-0.234 -1.056 -0.065 -1.087 
-0.211 -1.460 -0.052 -1.130 
-0.175 -2.035 -0.040 -0.946 
-0.133 -0.779 -0.031 -0.490 
-0.089 -0.338 -0.022 -0.264 
-0.049 -0.167 -0.014 -0.162 
-0.018 -0.080 -0.007 -0.110 
0.0 0.0 0.0 0.0 
E = -1.5488 S = -0.5267 
t = -3.6407 t = -1.9260 
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TABLE 2.12.—The Moody's Aaa rate, 1940-1969. 
Independent Regression t-Valua Mean 
Variable Coefficient Elasticity 
A(K/P) -0.0759 -4.3541 0.0356 R^ = 0.8079 
D-W = 1.0001 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.218 -4.232 -0.170 -7.384 
-0.187 -6.431 -0.099 -6.924 
-0.153 -3.321 -0.053 -2.398 
-0.118 -2.603 -0.028 -1.276 
-0.083 -2.767 -0.018 -1.157 
-0.051 -2.735 -0.018 -1.507 
-0.024 -0.651 -0.024 -1.225 
-0.003 -0.048 -0.030 -1.078 
0.010 0.154 -0.032 -1.042 
0.011 0.241 -0.023 -1.041 
0.0 0.0 0.0 0.0 
Z = -0.8167 Z = -0.4936 
t = -6.4788 t = -5.9769 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
Û(M,/?) -0.1083 -5.4505 -0.0896 R^ = 0.847 
D-W = 1.2637 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.182 -4.113 -0.166 -8.138 
-0.181 -7.246 -0.096 -7.568 
-0.167 -4.201 -0.052 -2.635 
-0.142 -3.647 -0.028 -1.466 
-0.112 -4.240 -0.020 -1.478 
-0.079 -4.433 -0.022 -2.058 
-0.047 -1.453 -0.029 -1.671 
-0.020 -0.404 -0.036 -1.438 
-0.000 -0.006 -0.037 -1.360 
0.007 0.186 -0.027 -1.337 
0.0 0.0 0.0 0.0 
Z = -0.9228 S = -0.5133 
t = -7.7835 t = -6.9440 
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TABLE 2,12.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M,/P) -0.0035 -0.0962 0.0016 R^ = 0.4393 
D-W = 0.2392 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.058 -0.403 -0.068 -1.884 
-0.114 -1.164 -0.062 -2.619 
-0.150 -1.012 -0.055 -1.512 
-0.167 -1.182 -0.048 -1.326 
-0.169 -1.841 -0.041 -1.446 
-0.158 -2.922 -0.034 -1.252 
-0.137 -1.261 -0.027 -0.696 
-0.108 -0.639 -0,020 -0.397 
-0.073 -0.391 -0.013 -0.253 
-0.037 -0.262 -0.007 -0.174 
0.0 0.0 0.0 0.0 
Z = -1.1714 2 = -0.3745 
t = -4.3363 t = -2.2263 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(Mg/P) -0.0045 -0.0927 -0.0037 R^ = 0.439 
D-W = 0.2408 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.057 -0.393 -0.068 -1.815 
-0.114 -1.166 -0.061 -2.412 
-0.150 -1.015 -0.054 -1.405 
-0.168 -1.185 -0.047 -1.243 
-0.170 -1.842 -0.041 -1.386 
-0.159 -2.887 -0.034 -1.239 
-0.137 -1.260 -0.027 -0.679 
-0.108 -0.642 -0.020 -0.384 
-0.074 -0.393 -0,014 -0.244 
-0.037 -0.264 -0.007 -0.169 
0.0 0.0 0.0 0.0 
S = -1.1726 2 - -0.3730 
t = -4.3178 t = -2.1366 
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TABLE 2.13.—The three-to-five year Treasury bill rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(K/P) -0.1191 -5.3580 0.0730 = 0.837 
D-W = 1.5311 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.395 -6.010 -0.263 -8.986 
-0.312 -8.387 -0.132 -7.281 
-0.232 -3.938 -0.051 -1.807 
-0.158 -2.734 -0.009 -0.339 
-0.092 -2.407 0.002 0.108 
-0.037 -1.557 -0.006 -0.418 
0.005 0.115 -0.025 -1.000 
0.032 0.459 -0.044 -1.223 
0.042 0.535 -0.052 -1.355 
0.032 0.548 -0.041 -1.448 
0.0 0.0 0.0 0.0 
S = -1.1136 Z = -0.6221 
t = -6.9292 t = -5*9080 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(tL/P) -0.1549 -6.5552 -0.1782 R^ = 0.873 
D-W « 1.9401 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.338 -6.017 -0.258 -9.973 
-0.299 -9.465 -0.128 -7.992 
-0.250 -4.977 -0.049 -1.981 
-0.193 -3.917 -0.010 -0.427 
-0.135 -4.042 -0.002 -0.091 
-0.079 -3.513 -0.012 -0.902 
-0.031 -0.747 -0.033 -1.465 
0.006 0.101 -0.052 -1.636 
0.027 0.392 -0.060 -1.742 
0.026 0.517 -0.046 -1.822 
0.0 0.0 0.0 0.0 
S = -1.2660 S » -0.6494 
t = -8.4370 t = -6.9419 
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TABLE 2.13.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(K/P) 0.0056 0.1120 -0.0034 R^ = 0.456 
D-W = 0.3790 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.165 -0.843 -0.130 -2.625 
-0.228 -1.701 -0.106 . -3.293 
-0.255 -1.262 -0.084 -1.713 
-0.253 -1.310 -0.066 -1.351 
-0.229 -1.828 -0.051 -1.323 
••0.190 -2.573 -0.038 -1.030 
-0.142 -0.961 -0.027 -0.515 
-0.093 -0.403 -0.018 -0.265 
-0.048 -0.187 -0.011 -0.153 
-0.015 -0.077 -0.005 -0.097 
0.0 0.0 0.0 0.0 
E = -1.6170 E = -0.5373 
t = -4.3878 t = -2.3415 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(M«/P) 0.0164 0.2462 0.0178 R^ = 0.457 
D-W = 0.3807 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.169 -0.863 -0.135 -2.623 
-0.227 -1.710 -0.109 -3.143 
-0.251 -1.251 -0.087 -1.646 
-0.249 -1.291 -0.068 -1.307 
-0.225 -1.794 -0.052 -1.307 
-0.187 -2.499 -0.039 -1.049 
-0.141 -0.949 -0.028 -0.517 
-0.093 -0.405 -0.019 -0.265 
-0.049 -0.193 -0.012 -0.154 
-0.016 -0.085 -0.005 -0.099 
0.0 0.0 0.0 0.0 
Z = -1.6085 
t = -4.3464 
2 = -0.5529 
t = -2.3241 
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(their sample period was 1955-1969). More specifically, using the long-
term rate the regression coefficient obtained by A-C for the rate of 
change in the money stock is -0.06. This study obtained coefficients of 
-0.07 for money and -0.10 for money. 
The distributed lag on income was significant to approximately eleven 
quarters for A-C; this study obtained a somewhat longer lag (approximately 
five years) but with incorrect signs. 
The lag coefficients for the rate of inflation were significant to 
sixteen quarters (the total length of the lag in the paper) for A-C. As 
one might expect, when the war years are included in the sample period the 
explanatory power of the rate of inflation changes somewhat.^ 
1940-1951 Tables 2.14 - 2.17 contain the results of the regres­
sions for the war years. As is obvious, money has the wrong sign most of 
the time. Income frequently has the wrong sign and is significant on rare 
occasions. The rate of inflation is significant only for periods five-to-
six years prior to the year in question. This is a situation that seems 
a bit unrealistic in that it does not seem reasonable for this to occur. 
Conclusions 
In summary, the Classical hypothesis rests on two basic premises. 
One, that the rate of inflation will have a significant impact on nominal 
interest rates and, two, that the rate of change of the money supply is 
necessary to explain interest rate changes. 
^ The comparison between the outcomes of A-C using the short-term 
interest rate and this study are parallel to those cited for the long-
term rate. 
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TABLE 2.14.—The four-to-six months prime commercial paper rate, 1940-1951, 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(K/P) 0.0135 1.5425 -0.0289 R^ = 0.946 
D-W = 2.9017 
Rate of Inflation Rate o£ Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.104 -3.149 -0.062 -1.649 
-0.069 -2.281 0.078 2.006 
-0.030 -0.699 0.087 1.579 
0.009 0.217 0.090 1.725 
0.044 1.840 0.087 2.244 
0.074 8.772 0.080 2.237 
0.093 3.552 0.069 1.320 
0.098 2.246 0.055 0.790 
0.087 1.749 0.038 0.524 
0.055 1.484 0.019 0.373 
0.0 0.0 0.0 0.0 
S = 0.2569 Z = 0.6637 
t = 2.9701 t = 2.1445 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
û(M,/P) 0.0133 0.8887 0.0486 = 0.928 
D-W = 2.9091 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.100 -2.635 0.042 1.074 
-0.062 -1.787 0.058 1.432 
-0.023 -0.461 0.067 1.175 
0.015 0.316 0.071 1.309 
0.048 1.691 0.070 1.702 
0.074 6.272 0.065 1.675 
0.090 2.888 0.056 1.002 
0.093 1.824 0.044 0.606 
0.081 1.406 0.031 0.402 
0.051 1.181 0.016 0.285 
0.0 0.0 0.0 0.0 
Z = 0.2659 S = 0.5187 
t = 2.3813 t = 1.5733 
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TABLE 2.14.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
Û(M/P) 0.0080 1.2256 -0.0112 R^ = 0.941 
D-W = 3.3897 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.092 -2.382 -0.017 -1.413 
-0.044 -1.127 -0.007 -0.692 
-0.003 -0.051 0.000 0.023 
0.032 0.623 0,004 0.327 
0.059 1.832 0.006 0.645 
0.077 4.449 0,006 0.790 
0.086 2.322 0.005 0.409 
0.083 1.435 0,003 0.190 
0.069 1.063 0,001 0.080 
0.041 0.860 0.000 0.014 
0.0 0.0 0.0 0.0 
Z = 0.3083 Z = 0.0034 
t = 2.4024 t = 0.0635 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
ACMg/P) 0,0110 
Rate of Inflation 
Coefficient t-Stat 
1.0425 0.0402 R = 0.936 
D-W = 3,3953 
Rate of Change in PI/P 
Coefficient t-Stat 
-0.096 -2.442 -0,020 -1,493 
-0.051 -1.274 -0,010 -0.886 
-0.009 -0.166 -0,002 -0.155 
0.026 0.505 0,002 0.143 
0.055 1.664 0,005 0.433 
0.075 3.992 0,005 0.615 
0.085 2.234 f 0,005 0.366 
0.084 1.423 0,004 0.202 
0.071 1,074 0,002 0.115 
0.043 0,881 0,001 0.062 
0.0 0,0 0,0 0.0 
= 0.2829 E » -0.0070 
= 2.1193 t = -0,1074 
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TABLE 2.15.—The Treasury bill rate, 1940-1951. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(lt,/P) 0.0100 1.8247 -0.0231 R^ = 0.977 
D-W = 3.2946 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient ' t-Stat 
-0.033 -1.606 0.018 0.781 
0.002 0.117 0.018 0.738 
0.030 1.122 0.016 0.477 
0.051 2.058 0.014 0.434 
0.065 4.325 0.011 0.467 
0.072 13.746 0.008 0.374 
0.072 4.400 0.005 0.167 
0.064 2.353 0.003 0.066 
0.050 1.506 0.001 0.020 
0.028 1.221 -0.000 -0.004 
0.0 0.0 0.0 0.0 
S = 0.4017 2 = 0.0951 
t = 7.4421 t = 0.4927 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M_/P) 0.0109 1.1482 0.0660 R^ = 0.968 
D-W = 3.1580 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.030 -1.255 0.006 0.226 
0.007 0.334 0.005 0.191 
0.036 1.137 0.004 0.099 
0.056 1.918 0.002 0.056 
0.068 3.805 0.000 0.005 
0.073 9.743 -0.002 -0.063 
0.070 3.556 -0.003 -0.081 
0.061 1.886 -0.004 -0.078 
0.046 1.258 -0.004 -0.073 
0.026 0.932 -0.002 -0.070 
0.0 0.0 0.0 0.0 
Z = 0.4127 
t = 5.8221 
S = 0.0020 
t = 0.0099 
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TABLE 2.15.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(M^/P) 0.0081 1.6851 -0.0188 R^ = 0.965 
D-W = 3.3738 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.036 -1.256 0.005 0.563 
0.009 0.303 0.007 1.047 
0.042 1.034 0.008 0.818 
0.066 1.748 0.009 0.859 
0.080 3.378 1.100 
0.085 6.678 0.006 1.111 
0.082 3.033 0.005 0.525 
0.072 1.681 0.003 0.241 
0.054 1.135 0.002 0.113 
0.030 0.845 0.000 0.043 
0.0 0.0 0.0 0.0 
C = 0.4846 2 = 0.0533 
t = 5.1359 t = 1.3368 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity. 
6(M^/P) 0.0112 1.3919 0.0674 R^ = 0.959 
D-W = 3.3285 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.040 -1.335 0.002 0.243 
0.003 0.087 0.004 0.546 
0.036 0.840 0.006 0.476 
0.060 1.528 0.006 0.545 
0.076 3.034 0.006 0.759 
0.083 5.822 0.006 0.838 
0.082 2.826 0.005 0.454 
0.073 1.618 0.004 0.251 
0.056 1.119 0.002 0.155 
0.032 0.851 0.001 0.102 
0.0 0.0 0.0 0.0 
2 = 0.4588 2 = 0.0426 
t = 4.5309 t = 0.8601 
51 
TABLE 2.16.—Moody's Aaa rate, 1940-1951, 
Independent Regression t-Value Ifean 
Variable Coefficient Elasticity 
A(K/P) 0.0038 0.6314 -0.0020 R^ = 0.466 
D-W = 2.5498 
Rate of Inflation Rate, of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.022 -0.954 -0.007 -0.289 
-0.022 -1.068 -0.003 -0.110 
-0.019 -0.657 0.001 0.018 
-0.015 -0.534 0.003 0.095 
—0.008 -0.514 0.005 0.199 
-0.002 -0.367 0.006 0.259 
0.004 0.201 0.007 0.185 
0.008 0.254 0.006 0.128 
0.009 0.264 0.005 0.097 
0.007 0.266 0.003 0.077 
0.0 0.0 0.0 0.0 
S = -0.0612 2 = 0.0256 
t = -1.0338 t = 0.1210 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(IL/P) 0.0034 0.3776 0.0047 R^ = 0.433 
D-W = 2.5762 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.021 -0.884 -0.013 -0.564 
-0.020 -0.952 -0.009 -0.364 
-0.017 -0.574 -0.005 -0.149 
-0.013 -0.463 -0.002 -0.067 
-0.008 -0.447 0.000 0.003 
-0.002 -0.309 0.002 0.071 
0.003 0.138 0.003 0.076 
0.006 0.193 0.003 0.064 
0.007 0.205 0.003 0.054 
0.005 0.208 0.002 0.047 
0.0 0.0 0.0 0.0 
S = -0.0597 S = -0.0185 
t = -0.8756 t = -0.0918 
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TABLE 2.16.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(M^/P) 0.0038 1.8279 -0.0020 R^ = 0.873 
D-W = 3.1203 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.053 -4.296 -0.018 -4.698 
-0.063 -5.022 -0.014 -4.647 
-0.061 -3.432 -0.010 -2.212 
-0.050 -3.047 -0.006 -1.299 
-0.033 -3.202 -0.001 -0.479 
-0.014 -2.456 0.002 0.836 
0.005 0.397 0.005 1.206 
0.019 1.003 0.006 1.126 
0.025 1.195 0.006 1 = 034 
0.020 1.277 0.004 0.961 
0.0 0.0 0.0 0.0 
2 = -0.2054 2 = -0.0259 
t = -5.0261 t = -1.4996 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
ACM^/P) 0.0061 1.9370 0.0083 = 0.879 
D-W = 3.1498 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.054 -4.581 -0.020 -5.012 
-0.065 -5.493 -0.016 -4.966 
-0.063 -3.776 -0.012 -2.477 
-0.052 -3.374 -0.007 -1.577 
-0.035 -3.567 -0.003 -0.825 
-0.015 -2.727 0.001 0.485 
0.004 0.313 0.004 1.043 
0.018 1.018 0.006 1.058 
0.024 1.248 0.006 1.008 
0.020 1.349 0.004 0.958 
0.0 0.0 0.0 0.0 
S = -0.2185 E = -0.0346 
t = -5.4925 t « -1.7778 
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TABLE 2.17.—The three-to-five year government bond rate, 1940-1951. 
Independent Regression t-Value Meâi 
Variable Coefficient Elasticity 
A(K/P) 0.0129 1.1609 -0.0142 R^ = 0.850 
D-W = 2.6462 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.057 -1.370 0.023 0.495 
-0.021 -0.543 0.038 0,779 
0.007 0.136 0.044 0.639 
0.028 0.554 0.044 0.667 
0.041 1.355 0.038 0.781 
0.048 4.533 0.030 0.655 
0.048 1.475 0.019 0.295 
0.043 0.788 0.010 0.111 
0.033 0.532 0.002 0.022 
0.019 0.398 -0.002 -0.028 
0.0 0.0 0.0 0.0 
Z = 0.1909 S = 0.2462 
t = 1.7504 t = 0.6310 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
6(}L/P) 0.0202 1.2600 0.0585 R^ = 0.856 
D-W = 2.5807 
Rate of Inflation Rate of Change in GNP/P 
Coefficient t-Stat Coefficient t-Stat 
-0.053 -1.305 0.018 0.438 
-0.013 -0.351 0.031 0.732 
0.016 0.309 0.037 0.610 
0.036 0.741 0.037 0.639 
0.048 1.598 0.032 0.739 
0.052 4.180 0.025 0.607 
0.050 1.519 0.016 0.274 
0.043 0.791 0.008 0.101 
0.032 0.513 0.001 0.017 
0.017 0.366 -0.002 -0.031 
0.0 0.0 0.0 0.0 
S = 0.2297 2 = 0.2053 
t = 1.9245 t 0.5828 
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TABLE 2,17.—Continued. 
Independent Regression t-Value >fean 
Variable Coefficient Elasticity 
A(K/P) 0.0122 1.9873 -0.0135 R^ = 0.908 
D-W = 2.9550 
Rate of Inflation Rate of Change in PI/P . 
Coefficient t-Stat Coefficient t-Stat 
-0.082 -2.283 0.010 0.870 
-0.010 -0.259 0.023 2.572 
0.045 0.864 0.031 2.359 
0.083 1.732 0.035 2.750 
0.106 3.515 0.035 3.859 
0.115 7.074 0.032 4.296 
0.112 3.229 0.026 2.283 
0.097 1.786 0.020 1.231 
0.073 1.198 0.013 0.739 
0.040 0.883 0.006 0.467 
0.0 0.0 0.6 0.0 
C = 0.5791 E = 0.2306 
t = 4.8129 t = 4.5279 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
A(tL/P) 0.0197 2.1461 0.0569 R^ = 0.915 
D-W = 2.9612 
Rate of Inflation Rate of Change in PI/P 
Coefficient t-Stat Coefficient t-Stat 
-0.085 -2.509 0.005 0.427 
-0.015 -0.450 0.018 1.886 
0.038 0.779 0.026 1.889 
0.076 1.690 0.030 2.303 
0.100 3.494 0.031 3.324 
0.110 6.765 0.029 3.763 
0.108 3.272 0.025 2.079 
0.095 1.854 0.020 1.167 
0.072 1.263 0.013 0.733 
0.040 0.944 0.006 0.490 
0.0 0.0 0.0 0.0 
E = 0.5372 E = 0.2021 
t = 4.6460 t = 3.5670 
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This study has found that during the World War II years the latter was 
almost always insignificant and the former very often had the wrong sign 
and was insignificant. 
As noted earlier, many of the signs for the rate of inflation are 
negative for the 1940's. The assumption thus far has been that this is 
somehow wrong -- that the "correct" sign is positive. That is, people 
possess extrapolative price expectations. They presume that current trends 
in prices will continue into the future. Expected price level changes be­
come some sort of weighted average of current and past price level changes 
in this case. 
Perhaps it should be noted that these signs could be negative and this 
could be a normal state of affairs providing that people possess regressive 
price expectations. That is, positive (negative) rates of price increase 
cause expectations of negative (positive) rates of price increase. 
To conclude, though, it seems clear that the Classical hypothesis 
provides an inadequate method of explaining interest rate fluctuations 
during the World War II yaars. So, it is to the Keynesian hypothesis that 
we now turn. 
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CHAPTER III. 
KEYNESIAN EQUATIONS AND EMPIRICAL RESULTS 
Preliminary testing 
Preliminary testing of the Keynesian hypothesis used a linear equation 
of the basic form: 
is the current nominal interest rate, 
is current real income (nominal income deflated by the GNP 
deflator) and, 
is the real money stock (nominal money supply deflated by the 
GNP deflator). 
The data 
In these tests several alternative measures of all three variables 
were used. Four proxies for the interest rate were employed: the Treasury 
bill rate, the four-to-six months priT=® commercial paper rate, the three-
to-five year Government bond rate, and Moody's Aaa corporate bond rate. 
Personal income and gross national product were used to measure income. 
Three measures of the money stock were utilized: , (defined in 
Chapter II) and the monetary base. The monetary base is defined by the 
St. Louis Federal Reserve Bank (from the point of view of its uses) as the 
sum of member bank deposits at the Federal Reserve plus currency held by 
banks and the general public. This sum is then adjusted for changes in 
bank reserve requirements that have occurred over time. 
(3) 
where : 
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The equation was tested using both annual and quarterly data for a 
variety of sample periods. Three of these sample periods will be presented 
here. 
1940-1969 The first set of empirical results to be reported used 
annual data expressed as pure numbers (not logarithms) for the period 1940-
1969. The basic model (3) was altered to include the interest rate on' 
time deposits, i.e., 
Kt = "0 + (Dt + <^2 (|)t + ^3 C™-0 *) 
where R, , and are defined as above and TD-R represents the legal 
maximum interest rate on time deposits. This variable was added in the 
hope that it would capture the effect of changes in the legal ceilings on 
time deposit interest rates on the yields of other financial assets. 
The results obtained using equation (4) are shown in Tables 3.1— 3.4. 
It would appear upon examination of these tables that there is much work to 
2 be done. The R indicates that this model explains more than 85 percent of 
the variation in interest rates. It should be noted that the money vari­
able is not significant in some cases although it has the correct sign 
every time it is significant. In addition, including the time deposit 
interest rate seems to improve the explanatory power of the equation very 
little. 
The question that arose at this point was: "How well would this model 
predict interest rate fluctuations for the war years?" To answer this 
question the model was tested for the period 1940-1951. 
1940-1951 The results of this test can be seen in Tables 3.5 - 3.8. 
2 
As one might expect, the R dropped substantially when the sample period 
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TABLE 3.1.--The four-to-six months prime commercial paper rate, 1940-1969. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
M^/P 
TD-R 
0.0111 
-0.0086 
-0.0200 
3.6813 
-2.2708 
-0.0610 
1.8429 
-0.5393 
-0.0140 
R2 = 
D-W 
= 0.907 
= 1.3253 
GNP/P 
M^/P 
TD-R 
0.0152 
-0.0060 
-0.5541 
3.6230 
-0.8097 
-0.1536 
2.5208 
-0.4613 
-0.0389 
R2 = 
D-W 
= 0.892 
= 1.1481 
PI/P 
M^/P 
TD-R 
0.0144 
-0.0075 
-0.0755 
2.7338 
-1.7317 
-0.1678 
1.9723 
-0,4714 
-0.0530 
R2 = 
D-W 
= 0.890 
= 1.5183 
PI/P 
Mg/P 
TD-R 
0.0183 
-0.0004 
-0.2238 
2.9508 
-0.0617 
-0.4709 
2.5102 
-0.0342 
-0.1571 
R2 = 
D-W 
= 0.878 
= 1.4284 
TABLE 3.2.--The Treasury bill rate , 1940-1969. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
GNP/P 
M^/P 
TD-R 
0.0102 
-0.0070 
0.0285 
3.9801 
-2.1809 
0.1017 
2.1297 
-0.5537 
0.0250 
R2 = 
D-W 
0.922 
= 1.5771 
GNP/P 
Mg/P 
TD-R 
0.0133 
-0.0040 
0.0^68 
3.7195 
-0.6471 
0.0221 
2.7608 
-0.3933 
0.0059 
R^ = 0.909 
= 1.3526 
PI/P 
M^/P 
TD-R 
0.0136 
-0.0059 
-0.4861 
3.0123 
-1.5965 
-0.1261 
2.3341 
-0.4667 
-0.0427 
R^ = 
D-W 
0.907 
= 1.7994 
PI/P 
M^/P 
TD-R 
0.0162 
0.0006 
-0.1534 
3.0692 
0.1053 
-0.3796 
2.7819 
0.0621 
-0.1350 
R^ = 
D-W : 
0.897 
= 1.6836 
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TABLE 3.3.—Moody's Aaa bond rate, 1940-1969. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 0.0008 0.4659 0.1032 O 
Mj/P -0.0016 -0.7258 -0.0763 R2 = = 0.915 
TD-R 0.7990 4.0312 0.4113 D-W 
= 0.6800 
GNP/P 0.0023 1.0068 0.2867 9 
Mg/P -0.0030 -0.7442 -0.1735 R2 = = 0.915 
TD-R 0.7754 3.8512 0.3991 D-W 
= 0.6488 
PI/P -0.0001 -0.0584 -0.0172 O 
ML/P -0.0020 -0.8273 -0.0921 R = = 0.915 1 
TD-R 0.8982 3.5810 0.4623 D-W 
= 0.7129 
PI/P 0.0014 0.4390 0.1462 
Mg/P -0.0012 -0.3357 -0.0728 R^ = : 0.913 
TD-R 0.8441 3.3260 0.4345 D-W 
= 0.7113 
TABLE 3.4.--The three-to-five year Treasury bond rate, 1940-1969. 
Independent ^--sicn t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 0.0083 3.8450 1.3267 9 
M^/P 
TD-R 
-0.0068 -2.5092 -0.4108 R = 0.937 
0.1851 0.7840 0.1245 
D-W = 1.2972 
GNP/P 0.0129 4.3431 2.0515 o 
^/P -0.0082 -1.5749 -0.6092 R = 0.929 
TD-R 0.1264 0.(946 0.0850 
D-W = = 1.1156 
PI/P 0.0101 2.6112 1.3316 o 
ML/P -0.0062 -1.9509 -0.3754 R = 0.922 
1 
TD-R 0.1981 0.5972 0.1333 
D-W = = 1.4387 
PI/P 0.0147 3.1831 1.9293 9 
Mg/P -0.0029 -0.5549 -0.2190 R = 0.912 
TD-R 0.0425 0.1203 0.0286 
D-W = = 1.3556 
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TABLE 3.5.—The four-to-six months prime commercial paper rate, 1940-1951. 
Independent 
Variable 
Regression 
Coefficient 
t-Value 
GNP/P 1.9688 1.1396 
M^/P -0.0035 -0.0027 
TD-R -0.1915 -0.1702 
GNP/P 1.2902 0.8520 
Mg/P 0.6634 0.5399 
TD-R 0.1520 0.1377 
PI/P 2.8187 1.3109 
M^/P -0.8107 -0.4757 
TD-R -0.2911 -0.2638 
PI/P 1.4492 0.7919 
Mg/P 0.4044 0.2559 
TD-R 0.1887 0.1701 
R = 0.1635 
D-W = 0.3510 
R = 0.1929 
D-W = 0.4230 
R = 0.1996 
D-W = 0.3483 
R = 0.1836 
D-W = 0.4099 
TABLE 3.6.--The three-to-five year government security rate, 1940-1951. 
Independent 
Variable 
Regression 
Coefficient 
t-Value 
GNP/P 1.9722 2.4137 
M^/P 0.1231 0.2023 
TD-R 0.5042 0.9474 
GNP/P 1.9630 2.6962 
Mg/P 0.1494 0.2530 
TD-R 0.5193 0.9784 
PI/P 2.8593 3.1085 
Mj/P -0.7117 -0.9762 
TD-R 0.3937 0.8340 
PI/P 2.5887 3.2791 
Mg/P -0.5417 -0.7946 
TD-R 0.4439 0.9280 
R = 0.716 
D-W = 1.6998 
R = 0.7168 
D-W = 1.7317 
R = 0.7777 
D-W = 1.5878 
R = 0.7694 
D-W = 1.5892 
TABLE 3.7.—Moody's Aaa bond rate, 1940-1951. 
Independent Regression t-Value 
Variable Coefficient 
GNP/P 0.2570 2.2879 O 
M. /P -0.2984 -3.5681 R = 0.5566 
1 
TD-R -0.0568 -0.7776 D-W = 2.2410 
GNP/P 0.1872 1.7091 
Mg/P -0.0889 -3.0572 R = 0.4701 
TD-R -0.0469 -0.5871 
D-W - 2.0526 
PI/P 0.3136 2.1386 9 
N, /P -0.3632 -3.1310 R = 0.5333 
1 
TD-R -0.0536 -0.7130 
D-W = 2.2928 
PI/P 0.2030 1.4923 o 
Mg/P -0.3037 -2.5851 R = 0.4341 
TD-R -0.0390 -0.4740 
D-W = 2.0593 
TABLE 3.8.—The Treasury bill rate, 1940-1951. 
Independent Regression t-Value 
Variable Coefficient 
GNP/P 4.0778 1.4827 o 
M^/P 2.7916 1.3630 R = 0.7405 
TD-R 2.9763 1.6616 
D-W = 0.7498 
GNP/P 4.0264 1.7270 0 
Mg/P 3.2341 1.7096 R = 0.7958 
TD-R 3.2394 1.9058 
D-W = 0.9304 
PI/P 6.1583 1.8678 9 
M, /P 0.8842 0.3384 R = 0.7697 
1 
TD-R 2.6743 1.5804 
D-W = 0.6512 
PI/P 5.2948 1.9637 9 
Mg/P 1.8279 0.7851 R = 0.7831 
TD-R 3.0898 1.8912 
D-W = 0.7928 
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was limited solely to the war years. 
The model performed best in explaining the three-to-five and the 
long-term interest rates. More specifically, looking first at the three-
to-five year rate, both measures of income were significant at the .05 
level and had the appropriate sign (positive). The Durban-Watson statistic 
2 
was of reasonable magnitude. However, the R was not as high as one would 
like it to be indicating (possibly) that the model is still not completely 
specified. 
Moody's Aaa rate behaved in a similar fashion. Income and money 
variables were significant and had the theoretically correct sign (positive 
in the former case and negative in the latter). The Durban-Watson statis-
2 
tic is acceptable although the R is low. 
These two interest rates were used much more extensively in further 
testing as will be shown in a forthcoming section. 
Quarterly data 
The basic model (3) was tested using quarterly data for the period 
beginning with the first quarter of 1939 and ending with the first quarter 
of 1971. The data utilized was identical to that described above with one 
exception. The long-term Government bond rate was used instead of Moody's 
Aaa corporate bond rate in this and all ensuing tests. 
The results obtained for this period are exhibited in Tables 3.9 -
3.11. As can be seen from an examination of these tables, all variables 
have the theoretically correct sign. More specifically, all three measures 
of money — M^, M^, and the monetary base -- have negative signs indicating 
that when the money stock rises (falls) the interest rate falls (rises). 
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TABLE 3.9.--The three-to-five year government security rate, 1939-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0041 -3.5957 -0.2707 R2 = = .911 
GNP/P 0.0107 34.7634 1.7427 D-W = 0.2930 
Mg/P -0.0032 -3.3160 -0.3031 R2 = = .910 
GNP/P 0.0115 30.0383 1.8641 D-W = 0.2888 
MB/P -0.0377 -4.9351 -0.7455 R2 = = .919 
GNP/P 0.0116 33.5453 1.8897 D-W = 0.3179 
TABLE 3.10---The long-term government bond rate, 1939-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0058 -7.6947 -0.3189 R2 = 0.904 
GNP/P 0.0066 32.5792 0.8990 D-W = 0.2069 
M2/P -0.0037 -5.3037 -0.2920 R^ = 0.884 
GNP/P 0.0075 27.1896 1.0164 D-W = 0.1730 
MB/P -0.0399 -7.5498 -0.6592 R^ = 0.903 
GNP/P 0.0076 31.6192 1.0295 D-W = 0.2160 
TABLE 3.11.--Treasury bill rate. 1939-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0020 -1.5600 -0.1816 R^ = .896 
GNP/P 0.0114 32.0165 2.4818 D-W : = 0.3597 
Mg/P -0.0011 -1.0330 -0.1457 R^ = 0.895 
GNP/P 0.0116 26.5216 2.5405 D-W - 0.3550 
MB/P -0.0268 -2.9997 -0.7116 R^ = 0.9023 
GNP/P 0.0120 29.6341 2.6216 D-W = = 0.3777 
In addition, real income has the expected (positive) sign indicating that 
when real GNP rises (falls) the interest rate rises (falls). Moreover, 
all the t-values are highly significant at the .05 level. 
The Durban-Watson statistic is quite low indicating, perhaps, that 
certain key variables have been omitted. It was thought that expanding 
this model to include more explanatory variables might raise the Durban-
Watson statistic to an acceptable level. This was accomplished through 
the model contained in a forthcoming section. 
1939-1955 The basic model (3) was tested for the war years; the 
results can be seen in Tables 3.12 - 3.14. These results are fairly 
encouraging. The signs of the regression coefficients are significant 
and have the correct sign in virtually every instance. In addition, the 
2 
R are fairly high, e.g., they are in excess of 0.610 for all except the 
long-term bond rate. 
A portfolio adjustment model was formulated at this point in an 
attempt to raise the Durban-Watson statistic to a more acceptable level. 
The model 
Begin by assuming that there are only three net assets in the private 
economy: money, bonds, and the capital stock (which includes land). The 
real wealth of the private economy is thus: 
where : 
M is the nominal stock of money, 
B is the number of net bonds held by the private economy. 
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TABLE 3.12.--The three-to-five year government bond rate. 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M, /P -0.0017 -2.0764 -0.2082 „2 
= 0.727 1 R =
GNP/P 0.0080 12.6283 1.7886 D-W = 0.3181 
Mg/P -0.0010 -1.5213 -0.1618 R2 = : 0.718 
GNP/P 0.0078 12.1407 1.7586 D-W = 0.3083 
MB/P -0.0169 -2.9971 -0.5765 R2 = 0.744 
GNP/P 0.0086 12.7322 1.9211 D-W = 0.3428 
TABLE 3.13.--The long-term government bond rate , 1939-1955, 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
M^/P -0.0031 -5.9151 -0.2295 = 0.432 
GNP/P 0.0025 6.2844 0.3444 D-W - 0.3075 
Mg/P -0.0023 -5.3176 -0.2234 0.391 
GNP/P 0.0024 5.9348 0.3395 D-W : = 0.2862 
MB/P -0.0178 -4.4602 -0.3733 R^ = 0.329 
GNP/P 0.0027 5.6468 0.3707 D-W : = 0.2752 
TABLE 3.14.--The Treasury bill rate, 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0002 -0.2271 -0.0599 R^ = 0.614 
GNP/P 0.0084 9.3000 3.4664 D-W = = 0.1315 
M^/P 0.0002 0.3078 0.0848 R^ = 0.614 
GNP/P 0.0082 8.9928 3.3758 D-W = = 0.1314 
MB/P -0.0151 -1.8597 -0.9483 R^ = 0.634 
GNP/P 0.0094 9.6559 3.8620 D-W = = 0.1411 
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is the market price of a bond, 
K is the real stock of capital. 
is the market price of a unit of capital, and 
P is the price level for current output. 
Let the real yield from holding a unit of real money balances, real 
bond balances, and real capital be p^, p^, and p^ respectively. 
Let the demand functions for the three assets be as follows: 
(7) 
(^ ) = J (y. p%, p-fc. p^ . V (8) 
where y is real income and the signs above each of the arguments in the 
demand functions indicate the sign of the partial derivative of that demand 
function with respect to that argument. The signs are based on three 
hypotheses: First, the larger is real income, other things remaining the 
same, the more the wealth holder wants to hold his wealth in real money 
balances (for transactions purposes) at the expense of holding bonds and 
capital. Second, the assets are gross substitutes for one another in the 
asset portfolio. Finally, the demands for all three assets are positively 
associated with the stock of real wealth. 
The portfolio budget constraint is: 
(9) 
By it we get 
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^ - 1, 
Aw ow ''W 
^ .  0, 
ôp^ ^Pi 3pi 
i = m, b, k 
(10) 
(11)  
and 
ÔJ 
=  0 .  
Ay oy 
Assuming that these demand functions can be approximated as linear 
functions and that each of the markets is cleared, we can write 
(12) 
I = *0 + *1? + ^3Pb + *4Pk + 4''' 
= Po + *1? + 92Pm + CsPb + Pifk + *5*' 
(13) 
(14) 
and 
K-P. 
- = ITo + YÏY + YgPm + -Y^Pb + Y^Pk + (15) 
These three equations are dependent by the portfolio budget constraint 
(9). We can, therefore, solve the system using the first two equations. 
Arranging these equations in matrix form for the solution of the variables, 
one obtains 
M 
- Q-q - (y^y  -  - OfqW Z^m 
B-P, 
- Bn - - PgPm ' 
*3 *4 
*3 *4 
Pb 
(16) 
The solution for is 
Pb [• *3^4 - |94(p - *0 - *1? - «2'. - Cs") -
CV. ,(r?^ • So • - BzPm - ^5") (17) 
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Simplifying and collecting terms we obtain 
*4^0 " 
Pb - 0-433 
*3*4 - ^ 4^3 
Cf) + 4  ^, °^ 4^ 1 ' Vl 
3 ^ 4  ® 4 ^ 3  * 3 ^ 4  ~  ^ 4 ^ 3  
^4"2 ' 34(^2 
" ovBg O'304 
'^ 4° 5 " °4°^ 5 
Pb ^ ^b - f 
where 
0' 
0^403 
Ci) 
M ^  , 'k-K 
p + — +  —  (18) 
(19) 
r^ is the current nominal interest rate on bonds, 
f is a function such that f' > 0, 
(——J is the expected rate of increase in r^, and 
b 
is the expected rate of price inflation. 
In addition, let = - (^ J • 
Substituting for and and arranging terms, we have 
(20) 
a 
a 
4^ 0 " ^ 40^ 0 
3^4 - «4G3 
Q?4 (B5 - 1) - 0/.Q' 
a 3^4 - 0^403 
4"5 
*3^4 • «4®3 
+ 
+ 
°'4^1 ' ^4°'l 
*384 *493 
y + + f 
^304 - Œ4@3 V p y 
1 + ^4(^2 ~ Q'4^2 
*394 " (^4^3 G-0 
% ^  
p y 
(21)  
The denominator for most of the coefficients, - o^g^), is 
positive. The signs of the coefficients for the variables are as follows: 
the coefficient for 
^ is negative since 0 < < 1 ,  
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B«R 
b is positive since 0 < 0^ < 1. 
y is positive. 
K-P, 
_k is positive or negative. 
0' is positive, and 
^ y 0^84 -
and is positive or negative. 
The solution for is 
*3*4- ®4^3 
<B'P, 
* 3  C p  " &2Pm " 
(j - *0 - *1? - *2Pm - *5*) 
Rearranging terms, we get 
^3~0 "3^0 
*384 • *4^3 
Of, 
«3*4 - <^4®3 a 
"3-3 
" 3 ^ 4  "  * 4 ^ 3  
o'oS,. - a,Br, ^  y 
(22) 
^ ' "3^1 ^ ^3^2 ~ "3^2 
'^3^4 ~ ^4^3 ^ it-B, - cy,Bo "m ovB.
B-jOr^ " Œ-jB 
'3*4 "4^3 
B-P^ K-P, 
*384 " (^4^3 ^  ^ ^ ^ ^ 
*3^5 f } l  
- ovB? 
(23) 
Let 
Pk 
and 
^m 
~- 'k + - (TJ' (24) 
= - 09 • 
Substituting (24) into (23) and arranging terms, we obtain: 
^ _ ^3°^0 " °3^0 B3) + BjOfg 
qtoB/, - ff/B 
'3r4 "4^3 *3^4 - *483 
C-T^) + 
@3 (û'5 - 1) - (YgBg 
^3^4 " °^4^3 
\py 
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^3°'l ' ^3^1 e 
*3^4 " *49] "^3^4 "'4^3 ^ ^k 
" *3^5 ^ '^Ic\ 
- */Bi VP y - IfL J 
^ _!_ ^3^2 " ^ 3^2 
*3^4 - ^ 4^3 
Cf 
N® 
J . (25) 
Since is positive, the coefficient for 
B-P, 
D 
p— is positive or negative (since 0 < < 1), 
^ is positive or negative (since 0 < q /^ < 1), 
y is positive or negative. 
—— is positive. 
—J is negative, and 
k 
is positive or negative. 
The data 
M 
If the private economy is defined inclusive of the banking system, — 
is the real monetary base. This study used the monetary base compiled by 
the St. Louis Federal Reserve Bank. Since excess reserves in the banking 
system were very high during the 1940's one might argue that the monetary 
base, since it measures the potential rather than the actual money supply, 
is not the appropriate variable to use. To test the validity of this 
argument, the money stock (M^ and M^) was used as well. 
B'P b is the real stock of federal government debt outside U.S. trust 
P 
accounts and the Federal Reserve Banks. Ideally, this should be measured 
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at current market prices but this is probably impossible. This study used 
the par value of all interest-bearing government debt (marketable and 
nomnarketable) held in the private sector. 
K* P k is probably impossible to measure (particularly since it in-
P 
eludes land) but is probably highly correlated with income. For this 
reason, this variable was omitted in the empirical testing. 
( ) can perhaps be taken as a weighted average of current and past 
as a positive constant times i 1 . 
^b 
rates of change of r^ and f 
In the empirical tests this variable was taken to be 100 r(r. ,/r^ _) - 11. 
^ t"! L —Z 
can be taken to be a weighted average of current and past rates 
of change of the price index. Specifically, the expected rate of change of 
prices (as measured by the implicit price deflator for GNP) was computed as 
100 [(P^ - l]" Third degree Almon polynomials were applied to 
expected prices to obtain a weighted average of current and past rates of 
change of prices. 
Three measures of the interest rate were employed: the Treasury bill 
rate, the three-to-five year government security rate, and the rate on 
long-term government bonds. 
The empirical results 
1939-1971 Equation (21) was tested using quarterly data (not in 
logarithms) for the period beginning with the third quarter of 1939 and 
ending with the fourth quarter of 1971. The results can be seen in Tables 
3.15 - 3.17, 
As is readily apparent, real private holdings of government securities 
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TABLE 3.15.—Three-to-five year government security rate, 1939-1971. 
Independent Regression t-Value Ifean 
Variable Coefficient Elasticity 
MB/P -0.0275 -1.2685 -0.5250 
GNP/P 0.0122 16.4444 1.9391 R = 0.919 
Real Securities -0.0029 -1.3018 -0.2178 D-W = 0.3451 
6(3-5) 0.0080 2.1799 0.0063 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 0.2538 
-0.003 -0.123 
-0.002 -0.113 
-0.000 -0.002 
0.002 0.140 
0.003 0.299 
0.005 0.568 
0.007 0.978 
0.009 0.832 
0.010 0.561 
0.012 0.419 
0.014 0.338 
0.015 0.288 
0.016 0.253 
0.017 0.228 
0.018 0.209 
0.018 0.194 
0.018 0.182 
0.018 0.172 
0.018 0.164 
0.017 0.157 
0.015 0.151 
0.013 0.146 
0.011 0.141 
0.008 0.137 
0.004 0.133 
0 . 0  0 . 0  
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TABLE 3.15.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^P 0.0147 
GNP/P 0.0101 
Real Securities -0.0095 
6(3-5) 0.0086 
2.5128 
15.1014 
-3.9953 
2.4334 
1.6029 
-0.7127 
0.0069 
R = 0.923 
D-W = 0.3773 
Rate of Inflation 
Coefficient t-Stat 
-0.062 -1.660 
-0.050 -2.259 
-0.040 -2.397 
-0.032 -1.922 
-0.025 -1.597 
-0.020 -1.577 
-0.017 -1.721 
-0.014 -1.061 
-0.013 -0.522 
-0.012 -0.314 
-0.012 -0.224 
-0.013 -0.181 
-0.014 -0.160 
-0.015 -0.149 
-0.017 -0.144 
-0.018 -0.142 
-0.020 -0.141 
-0.021 -0.142 
-0.021 -0.144 
-0.021 -0.146 
-0.020 -0.148 
-0.019 -0.150 
-0.016 -0.152 
-0.012 -0.155 
-0.007 -0.157 
0.0 0.0 
2 of Lag Coefficients: 
t = -1.1521 
-0.5307 
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TABLE 3.15.—Continued. 
Independent Regression t.-Value ïfean 
Variable Coefficient Elasticity 
Mg/P 
GNP/P 
Real Securities 
A (3-5) 
0.0040 
0.0098 
-0.0052 
0.0092 
1.3959 
7.9801 
-3.3339 
2.5177 
0.3764 
1.5582 
-0.3941 
0.0073 
R = 0.920 
D-W = 0.3655 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0.5307 
-0.062 -1.911 
-0.050 -2.669 
-0.040 -2.697 
-0.032 -2.051 
-0.025 -1.684 
-0.020 -1.664 
-0.017 -1.782 
-0.014 -1.063 
-0.013 -0.528 
-0.012 -0.319 
-0.012 -0.229 
-0.013 -0.186 
-0.014 -0.165 
-0.015 -0.154 
-0.017 -0.149 
-0.018 -0.147 
-0.020 -0.147 
-0.021 -0.148 
-0.021 -0.149 
-0.021 -0.152 
-0.020 -0.154 
-0.019 -0.156 
-0.016 -0.159 
-0.012 -0.161 
-0.007 -0.163 
0.0  0 .0  
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TABLE 3.16.—Long-term government bond rate, 1939-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
MB/P 0.0180 1.2828 0.2926 
GNP/P 0.0067 13.8079 0.9124 R = 0.918 
Real Securities -0.0080 -5.4909 -0.5071 D-W = 0.2396 
6(L-T ) 0.0124 1.7739 0.0026 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0.1633 
-0.029 -1.914 
-0.024 -2.687 
-0.019 -2.642 
-0.015 -1.937 
-0.011 -1.523 
-0.008 -1.403 
-0.006 -1.296 
-0.004 -0.620 
-0.003 -0.244 
-0.002 -0.111 
-0.002 -0.061 
-0.001 -0.042 
-0.001 -0.035 
-0.002 -0.035 
-0.002 -0.038 
-0.003 -0.042 
-0.003 -0.047 
-0.004 -0.052 
-0.004 -0.057 
-0.004 -0.062 
-0.004 -0.067 
-0.004 -0.071 
-0.004 -0.075 
-0.003 -0.079 
-0.002 -0.083 
0 .0  0 .0  
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TABLE 3.16.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P 0.0039 1.0156 0.2132 
GNP/P 0.0069 15.5917 0.9348 R^ = 0.917 
Real Securities -0.0079 -4.9733 -0.5006 D-W = 0.2325 
A(L-T) 0.0107 1.5403 0.0023 
Rate of Inflation 
Coefficient t-Stat Z of Lag Coefficients: 0.2515 
-0.014 -0.569 
-0.008 -0.552 
-0.003 -0.255 
0.002 0.163 
0.006 0.549 
0.009 1.075 
0.012 1.883 
0.014 1.635 
0.016 1.018 
0.018 0.698 
0.019 0.521 
0.019 0.410 
0.019 0.335 
0-019 0.280 
0.018 0.238 
0.018 0.206 
0.016 0.179 
0.015 0.158 
0.014 0.139 
0.012 0.124 
0.010 0.111 
0.008 0.099 
0.006 0.089 
0.004 0.080 
0.002 0.072 
0.0  0 .0  
77 
TABLE 3.16.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
Mg/P 
GNP/P 
Real Securities 
A(L-T) 
0.0067 
0.0046 
-0.0072 
0.0139 
3.7004 
6.0404 
-7.3798 
2.0869 
0.5235 
0.6236 
-0.4575 
0.0029 
R = 0.9259 
D-W = 0.2704 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: 0,0903 
-0.026 -1.298 ^ " 0.4465 
-0.018 -1.554 
-0.011 -1.201 
-0.005 -0.533 
-0.000 -0.021 
0.004 0.509 
0.007 1.227 
0.010 1.167 
0.011 0.773 
0.013 0.544 
0.013 0.407 
0.013 0.316 
0.013 0.251 
0.012 0.202 
0.011 0.164 
0.010 0.133 
0.009 0.107 
0.007 0.086 
0.006 0.067 
0.004 0.052 
0.003 0.038 
0.002 0.026 
0.001 0.015 
0.000 0.005 
-0.000 -0.004 
0 .0  0 .0  
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TABLE 3.17.—The Treasury bill rate, 1939-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
MB/P 
GNP/P 
Real Securities 
A(Bill) 
-0.0103 
0.0134 
-0.0073 
0.0005 
-0.4261 
15.9618 
-2.8209 
0.8211 
-0.2592 
2.8145 
-0.7198 
0.0046 
R = 0.915 
D-W = 0.4044 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0.3195 
-0.047 -1.803 
-0.036 -2.408 
-0.027 -2.230 
-0.019 -1.519 
-0.013 -1.092 
-0.009 -0.902 
-0.006 -0.736 
-0.004 -0.316 
-0.003 -0.214 
-0.002 -0.071 
-0.003 -0.061 
-0.004 -0.065 
-0.005 -0.074 
-0.007 -0.084 
-0.009 -0.094 
-0.011 -0.103 
-0.013 -0.112 
-0.014 -0.120 
-0.015 -0.128 
-0.016 -0.135 
-0.016 -0.141 
-0.015 -0.147 
-0.013 -0.152 
-0.010 -0.157 
-0.006 -0.162 
0 . 0  0 . 0  
79 
TABLE 3.17.—Continued. 
Independent Regression T-Value Mean 
Variable Coefficient Elasticity 
M^/P 0.0215 3.4070 1.7928 
GNP/P 0.0112 15.3861 2.3410 R^ = 0.T22 
Real Securities -0.0149 -5.7021 -1.4665 D-W = 0.4716 
A(Bill) 0.0003 0.5733 0.0030 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: 0.8101 
0.014 0.357 
0.012 0.511 
0.011 0.633 
0.012 0.659 
0.013 0.772 
0.016 1.119 
0.019 1.787 
0.022 1.554 
0.026 1.012 
0.030 0.744 
0.035 0.602 
0.039 0.518 
0.043 0.462 
0.046 0.424 
0.049 0.396 
0.052 0.374 
0.053 0.357 
0.053 0.344 
0.053 0.333 
0.050 0.323 
0.047 0.316 
0.041 0.309 
0.034 0.303 
0.025 0.298 
0.014 0.294 
0 .0  0 .0  
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TABLE 3.17.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P 0.0046 1.4433 0.5650 
GNP/P 0.0113 8.2586 2.3631 = 0.916 
Real Securities -0.0086 -4.8004 -0.8477 D-W = 0.4100 
A(Bill) 0.0003 0.5168 0.0028 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: -0.2844 
-0.067 -1.892 
-0.055 -2.680 
-0.044 -2.710 
-0.035 -2.034 
-0.027 -1.615 
-0.020 -1.486 
-0.014 -1.393 
-0.010 -0.660 
-0.006 -0.224 
-0.003 -0.073 
-0.001 -0.015 
0.001 0.008 
0.002 0.016 
0.002 0.017 
0.002 0.015 
0.002 0.011 
0.001 0.006 
O.OOO 0.002 
-0.001 -0.003 
-0.001 -0.008 
-0.002 -0.013 
-0.002 -0.017 
-0.002 -0.022 
-0.002 -0.025 
-O.OOl -0.029 
0.0 0.0 
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has the wrong sign (negative) and is significant in almost every case-
Likewise, in those cases where it is significant, money has the wrong sign. 
The period was broken into two sub-periods (1939-1955 and 1954-1971) in an 
attempt to discover if this was a characteristic of the entire period or if 
it could be eliminated for some subset of years. 
1954-1971 Tables 3.18 - 3.19 contain the empirical results for 
this period. The monetary base works quite well for this sub-period. All 
variables are significant at the .05 level and have the theoretically 
2 
correct sign. The R is in excess of 0.931 in both cases and the rate of 
inflation has a positive and significant impact on interest rates. 
The sign of real private holdings of government securities is wrong 
(negative) when the or ^  measure of money is utilized. Other than 
that, the results obtained using these money variables are quite good. 
In short, one is tempted to conclude that for the period 1954-1971, 
the Keynesian model specified does an excellent job of explaining interest 
rate fluctuations. 
1939-1955 For the period 1939-1955, one gets quite a different 
picture as can be seen in Tables 3.20 - 3.22. 
Money, no matter how it is measured, has the wrong sign and is 
generally highly significant. Likewise, the coefficient for real private 
holdings of government securities is highly significant and has the wrong 
sign in some cases. 
The rate of inflation was either insignificant or had the wrong sign 
in virtually every case; therefore, the model was tested without the rate 
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TABLE 3.18.—The three-to-five year government security rate, 1954-1971. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
MB/P -0.2475 
GNP/P 0.0188 
Real Securities 0.0268 
A(3-5) 0.0201 
-5.4990 
7.8194 
1.932 
4.8227 
-3.4533 
2.5039 
1.3834 
0.009 
R = 0.9311 
D-W = 1.1484 
Rate of Inflation 
•efficient t-Stat 
0.247 2.801 
0.237 4.539 
0.226 5.641 
0.214 5.258 
0.202 5.107 
0.190 5.859 
0.178 7.756 
0.165 5.910 
0.153 2.919 
0.140 1.659 
0.128 1.052 
0.116 0.722 
0.104 0.521 
0.092 0.390 
0.0? 1 0.298 
0.070 0.233 
0.059 0.184 
0.049 0.146 
0.040 0.117 
0.032 0.093 
0.024 0.074 
0.017 0,059 
0.011 0.046 
0.006 0.035 
0.003 0.026 
0.0 0.0 
S of Lag Coefficients: 
t = 6.0997 
2.7851 
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TABLE 3.18.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0264 -1.8884 -1.1378 
GNP/P 0.0087 3.4620 1.2072 = 0.899 
Real Securities -0.0190 -1.4001 -0.9830 D-W = 0.8723 
A(3-5) 0.0285 5.0364 0.0112 
Rate of Inflation 
Coefficient t-Stat E of Lag Coefficients: 2.8471 
0.170 1.207 
0.163 1.973 
0.157 2.443 
0.152 2.285 
0.147 2.272 
0.144 2.702 
0.141 3.741 
0.138 3.005 
0.135 1.576 
0.133 0.954 
0.130 0.654 
0.128 0.487 
0.125 0.384 
0.122 0.315 
0.118 0.266 
0,113 0.231 
0.108 0.204 
0.101 0.183 
0.094 0.167 
0.085 0.153 
0.075 0.142 
0.064 0.133 
0.051 0.125 
0.036 0.119 
0.019 0.113 
0.0  0 .0  
84 
TABLE 3.18,—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0303 -4.2603 -2.0716 
GNP/P 0.0202 5.9888 2.7886 R^ = 0.919 
Real Securities -0.0101 -1.0255 -0.5345 D-W = 0.9547 
A(3-5) 0.0194 4.1733 0.0087 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 3.7569 
0.215 2.080 
0.216 3.691 
0.216 4.458 
0.216 4.047 
0.214 4.059 
0.212 4.894 
0.208 6.691 
0.204 5.132 
0.199 2.711 
0.193 1.639 
0.186 1.112 
0.178 0.814 
0.170 0.627 
0.161 0.501 
0.151 0.412 
0.140 0.346 
0„129 0.296 
0.117 0.256 
0.104 0.225 
0.091 0.199 
0.077 0.178 
0.063 0.160 
0.048 0.145 
0.033 0.132 
0.017 0.121 
0 .0  0 .0  
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TABLE 3.19.—The long-term government bond rate, 1954-1971. 
Independent Regression t-Vaiue Mean 
Variable Coefficient Elasticity 
MB/P -0.1714 -9.1947 -2.3552 
GNP/P 0.0136 13.7501 1.8581 R = 0.9774 
Real Securities 0.0122 2.1580 0.6234 D-W = 1.7864 
A(L-T) 0.01539 3.8720 0.0045 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: 1.838 
0.067 1.812 
0.083 3.792 
0.096 5.704 
0.106 6.178 
0.113 6.776 
0.117 8.599 
0.119 12.400 
0.119 10.173 
0.118 5.350 
0.114 3.196 
0.109 2.135 
0.103 1.528 
0.096 1.143 
0.087 0.881 
0.079 0.692 
0.069 0.551 
0.060 0.441 
0.050 0.354 
0.041 0.284 
0.032 0.226 
0.024 0.178 
0.017 0.136 
0.010 0.101 
0.005 0.071 
0.002 0.044 
0.0 0.0 
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TABLE 3.19.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0163 -2.2144 -0.6908 
GNP/P 0.0065 7.7837 0.8844 = 0.946 
Real Securities -0.2057 -2.8930 -1.0430 D-W = 0.9913 
A(L-T) 0.0226 3.7933 0.0066 
Rate of Inflation 
Coefficient t-Stat Z of Lag Coefficients: 1.7638 
0.001 0.012 
0.020 0.469 
0.038 1.114 
0.053 1.511 
0.066 1.930 
0.077 2.752 
0.087 4.363 
0.094 3.881 
0.100 2.200 
0.104 1.410 
0.106 1.009 
0.107 0.773 
0.107 0.619 
0.105 0.512 
0.101 0.434 
0.097 0.374 
0.091 0.326 
0.084 0.288 
0.077 0.257 
0.068 0.231 
0.058 0.209 
0.048 0.189 
0.037 0.173 
0.025 0.158 
0.013 0.146 
0.0 0.0 
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TABLE 3.19.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0099 -2.4456 -0.6679 
GNP/P 0.0095 4.9749 1.2938 R^ = 0.947 
Real Securities -0.0238 -4.1423 -1.2068 D-W = 0.9785 
6(L-T) 0.0199 3.2794 0.0058 
Rate of Inflation 
Coefficient t-Stat E of Lag Coefficients: 1.6707 
-0.026 -0.433 
0.000 0.006 
0.023 0.823 
0.043 1.396 
0.060 1.969 
0.075 2.972 
0.086 4.775 
0.095 4.136 
0.102 2.402 
0.107 1.565 
0.109 1.128 
0.110 0.866 
0.109 0.693 
0.106 0.571 
0.102 0.480 
0.096 0.410 
0.090 0.354 
0.082 0.309 
0.073 0.272 
0.064 0.240 
0.054 0.213 
0.044 0.190 
0.033 0.170 
0.022 0.152 
0.011 0.137 
0.0 0.0 
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TABLE 3.20.—The three-to-five year gcverninent security rate, 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
MB/P 0.0284 1.2122 0.9672 
GNP/P 0.0088 11.0601 1.9794 R = 0.776 
Real Securities -0.6258 -1.9572 -0.8931 D-W = 0.5072 
A(3-5) 0.0035 1.5033 0.0053 
Rate of Inflation 
Coefficient t-Stat Z of Lag Coefficients: 0.2203 
-0.003 -0.155 
-0.002 -0.296 
-0.002 -0.239 
-0.001 -0.115 
-0.000 -0.006 
0.001 0.155 
0.003 0.437 
0.005 0.475 
0.006 0.372 
0.008 0.308 
0.010 0.270 
0.012 0.245 
0.013 0.227 
0.015 0.214 
0.016 0.204 
0.017 0.196 
0.017 0.189 
0.018 0.184 
0.018 0.179 
0.017 0.175 
0.016 0.172 
0.014 0.169 
0.011 0.166 
0.008 0.164 
0.005 0.162 
0.0  0 .0  
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TABLE 3.20.—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
0.0139 4.2013 
GNP/P 0.0074 9.5376 
Real Securities -0.0074 -4.6590 
A (3-5) 0.0036 1.7585 
1.6787 
1.6602 
-0.0581 
0.0054 
R = 0.824 
D-W = 0.7066 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: -0.5262 
-0.052 -2.593 
-0.044 -3.763 
-0.037 -4.070 
-0.032 -3.345 
-0.027 -2.963 
-0.024 -3.169 
-0.021 -3.704 
-0.019 -2.396 
-0.017 -1.235 
-0.017 -0.750 
-0.016 -0.524 
-0.016 -0.403 
-0.017 -0.333 
-0.017 -0.290 
-0.018 -0.263 
-0.018 -0.244 
-0.019 -0.232 
-0.019 -0.224 
-0.019 -0.218 
-0.018 -0.214 
-0.017 -0.211 
-0.017 -0.210 
-0.013 -0.209 
-0.009 -0.208 
-0.005 -0.208 
0 .0  0 .0  
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TABLE 3.20.—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
Mg/P 
GNP/P 
Real Securities 
6(3-5) 
0.0092 
0.0075 
-0.0064 
0.0037 
4.7673 
10.2517 
-4.7947 
1.8244 
1.4538 
1.6743 
-0.9223 
0.0054 
R = 0.835 
D-W = 0.7214 
Rate of Inflation 
Coefficient t-Stat 
-0.052 -3.244 
-0.044 -4.796 
-0.037 -5.015 
-0.032 -3.993 
-0.027 -3.520 
-0.024 -3.771 
-0.021 -4.323 
-0.019 -2.711 
-0.017 -1.409 
-0.017 -0.862 
-0.016 -0.605 
-0.016 -0.467 
-0,017 -0.387 
-0.017 -0.338 
-0.018 -0.306 
-0.018 -0.285 
-0.019 -0.271 
-0.019 -0.261 
-0.019 -0.254 
-0.018 -0.250 
-0.017 -0.247 
-0.015 -0.245 
-0.013 -0.244 
-0.009 -0.244 
-0.005 -0.243 
0.0 0.0 
E of Lag Coefficients: 
t = -3.1441 
-0.5262 
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TABLE 3.21.—The long-term government bond rate, 1939-1955. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
MB/P 0.0137 
GNP/P 0.0011 
Real Securities -0.0013 
A(L-T) 0.0176 
1.0564 
2.5249 
•0.7804 
3.8303 
0.2860 
0.1611 
-0.1213 
0.0008 
R = 0.639 
D-W = 0.7889 
Rate of Inflation 
Coefficient t-Stat 
-0.041 -4.412 
-0.034 -7.258 
-0.028 -5.978 
-0.023 -4.036 
-0.019 -3.372 
-0.016 -3.523 
-0.014 -3.933 
-0.013 -2.406 
-0.012 -1.261 
-0.012 -0.787 
-0.012 -0.567 
-0.012 -0.453 
-0.013 -0.388 
-0.013 -0.349 
-0.014 -0.326 
-0.015 -0.311 
-0.016 -0.302 
-0.016 -0.297 
-0.016 -0.294 
-0.016 -0.292 
-0.015 -0.292 
-0.013 -0.292 
-0.011 -0.293 
-0.008 -0.295 
-0.005 -0.296 
0.0 0.0 
2 of Lag Coefficients: 
t = -4.0342 
-0.4072 
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TABLE 3.21.—Continued. 
independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^P 
GNP/P 
Real Securities 
A(L-T) 
0.0048 
0.0006 
-0.1320 
0.0174 
2.4302 
1.3853 
-1.3647 
3.9487 
0.3589 
0.0916 
•0.1155 
0.0007 
R = 0.666 
D-W = 0.8651 
Rate of Inflation 
Coefficient t-Stat 2 of Lag Coefficients: -0.2968 
-0.023 -1.883 
-0.021 -2.987 
-0.019 -3.515 
-0.018 -3.144 
-0.017 -3.037 
-0.016 -3.519 
-0.015 -4.395 
-0.014 -2.980 
-0.014 -1.580 
-0,013 -0.964 
-0.013 -0.659 
-0.012 -0.488 
-0.012 -0.382 
-0.011 -0.312 
-0.011 -0.264 
-0.010 -0.228 
-0.010 -0.202 
-0.009 -0.182 
-0.009 -0.166 
-0.008 -0.154 
-0.007 -0.144 
-0.006 -0.135 
-0.005 -0.128 
-0.003 -0.123 
-0.002 -0.118 
0.0  0 .0  
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TABLE 3.21."Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^P 
GNr/r 
Real Securities 
A(L-T) 
0.0027 
0.0007 
-0.0007 
0.0175 
2.2768 
1.5665 
-0.9359 
3.9498 
0.2667 
0.1023 
•0.0697 
0.0008 
R = 0.662 
D-W = 0.8554 
Rate of Inflation 
Coefficient t-Stat 
-0.040 -4.004 
-0.036 -6.261 
-0.032 -6.902 
-0.029 -5.843 
-0.027 -5.538 
-0.025 -6.406 
-0.024 -7.902 
-0.023 -5.286 
-0.023 -2.899 
-0.023 -1.842 
-0.023 -1.318 
-0.023 -1.022 
-0.023 -0.840 
-0.023 -0.719 
-0.023 -0.635 
-0.023 -0.575 
-0.023 -0.530 
-0.023 -0.496 
-0.022 -0.470 
-0.020 -0.449 
-0.019 -0.432 
-0.016 -0.419 
-0.013 -0.408 
-0.010 -0.398 
-0.005 -0.391 
0.0 0.0 
E of Lag Coefficients: -0.5722 
t = -5.4092 
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TABLE 3.22.—The Treasury bill rate, 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
MB/P 
GNP/P 
Real Securities 
A(Bill) 
0.0512 
0.0122 
-0.1508 
0.00003 
1.9225 
13.1892 
-4.1138 
0.0862 
3.2010 
5.0035 
-3.9481 
0.0011 
R = 0.799 
D-W = 0.3915 
Rate of Inflation 
Coefficient - t-Stat Z of Lag Coefficients: -0.5063 
-0.034 -1.820 
-0.031 -3.237 
-0.028 -2.910 
-0.026 -2.167 
-0.024 -2.010 
-0.022 -2.332 
-0.021 -2.866 
-0.021 -1.898 
-0.020 -1.049 
-0.020 -0.672 
-0.020 -0.483 
-0.020 -0.376 
-0.021 -0.310 
-0.021 -0.266 
-0.021 -0.235 
-0.021 -0.213 
-0.021 -0.196 
-0.020 -0.184 
-0.019 -0.174 
-0.018 -0.166 
-0.017 -0.160 
-0.015 -0.155 
-0.012 -0.150 
-0.009 -0.147 
-0.005 -0.144 
0.0 0.0 
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TABLE 3.22.--Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
M^/P 
GNP/P 
Real Securities 
A(Bill) 
0.0154 
0.0105 
-0.0138 
0.00004 
3.9305 
11.4676 
-7.3847 
0.1187 
3.3999 
4.3212 
-3.6269 
0.0014 
R = 0.831 
D-W = 0.4809 
Rate of Inflation 
oefficient t-Stat 
0.007 0.283 
0.009 0.670 
0.013 1.166 
0.017 1.491 
0.021 1.976 
0.027 3.022 
0.032 4.819 
0.038 4.049 
0.043 2.584 
0.049 1.852 
0.054 1.459 
0.059 1.220 
0.063 1.062 
0.067 0.949 
0.069 0.866 
0.071 0.802 
0.071 0.751 
0.071 0.71C 
0.068 0.676 
0.064 0.647 
0.059 0.623 
0.051 0.602 
0.042 0.584 
0.030 0.568 
0.016 0.554 
0.0 0.0 
S of Lag Coefficients: 1.1116 
t = 4.7233 
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TABLE 3.22.—Continued. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
Mg/P 
GNP/P 
Real Securities 
A(Bill) 
0.0105 
0.0106 
-0.0129 
0.00005 
4.6395 
12.2293 
-8.2264 
0.1576 
3.0397 
4.3352 
-3.3874 
0.0018 
R = 0.844 
D-W = 0.4834 
Rate of Inflation 
Coefficient t-Stat S of Lag Coefficients: 0.2025 
-0.049 -2.634 
-0.039 -3.638 
-0.029 -3.358 
-0.020 -2.183 
-0.012 -1.361 
-0.005 -0.696 
0.001 0.242 
0.007 0.869 
0.012 0.829 
0.016 0.720 
0.020 0.627 
0.023 0.554 
0.025 0.495 
0.027 0.446 
0.028 0.406 
0.028 0.371 
0.028 0.342 
0.027 0.317 
0.025 0.295 
0.023 0.275 
0.021 0.258 
0.018 0.242 
0.014 0.228 
0.010 0.215 
0.005 0.204 
0.0 0.0 
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of inflation to see if that would appreciably alter the results. It did 
not as can be seen in Tables 3.23 - 3.25. 
At this point it seems fairly clear that the portfolio adjustment 
model posited does not adequately explain interest rate fluctuations dur­
ing the war years. Some final testing was done using the simple Keynesian 
model contained in equation (3). The results, shown in Tables 3.26 - 3.28, 
indicate that this simple model explains more than 44 percent of the varia­
tion in short-term interest rates for the period 1939-1945 and better than 
60 percent of the variation in the bill rate and the three-to-five year 
rate for the period 1939-1955. 
All variables have the correct sign and are significant (except for 
two cases) for the longer period. The signs of the coefficients for the 
shorter period are almost always wrong leading one to conclude that 
(perhaps) the period is too short. That is, there was not much fluctua­
tion in interest rates during these years but about midway through the 
period GNP and the money stock began to increase quite rapidly. 
To conclude, it would appear that a Keynes ian portfolio adjustment 
model does not adequately explain interest rate changes during the war 
years, however, a simple Keynesian model seems to do a fairly respectable 
job of it. 
As a final attempt to arrive at meaningful results, quarterly data 
was used to test similar models: one Classical and one Keynesian. 
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TABLE 3.23.--The three-to-five year government security rate, 1939-1945. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.00007 -0.0456 -0.0095 R2. = 0.445 
GNP/P 0.0028 2.1211 0.7748 D-W = 0.7012 
Mg/P -0.0001 -0.1589 -0.0318 R? = 
= 0.445 
GNP/P 0.0029 2.5210 0.8035 D-W = 0.7039 
MB/P -0.0030 -0.5104 -0.1301 = 
= 0.451 
.GNP/P 0.0032 3.2016 0.8720 D-W = 0.7131 
TABLE 3.24.--The long-term government bond rate , 1939-1945. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P 0.0014 1.0232 0.0899 R2 = 0.235 
GNP/P -0.0027 -2.2201 -0.3410 D-W = 0.4243 
Mg/P 0.0011 1.0571 0.0888 = 0.237 
GNP/P -0.0026 -2.4050 -0.3221 D-W = 0.4227 
MB/P 0.0084 1.5753 0.1650 R^ = 0.278 
GNP/P -0.0027 -3.0594 -0.3423 D-W : = 0.4471 
TABLE 3.25.--The Treasury bill rate 1939-1945. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
Mj^/P 0.000001 0.0032 0.0010 R^ = 0.879 
GNP/P 0.0026 6.0017 3.2809 D-W = = 0.4730 
Mg/P -0.00005 -0.1481 -0.0443 r2 = 0.879 
GNP/P 0.0027 7.0072 3.3434 D-W = = 0.4831 
MB/P -0.0034 -1.8725 -0.6694 = 0,895 
GNP/P 0.0031 10.1075 3.8594 D-W = = 0.6193 
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TABLE 3.26.—The three-to-five year government security rate, 1939-1955. 
Indenendent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0017 -2.0764 -0.2082 R2 = = 0.727 
GNP/P 0.0080 12.6283 1.7886 D-W = 0.3181 
2^/P -0.0010 -1.5213 -0.1618 R2 = = 0.718 
GNP/P 0.0078 12.1407 1.7586 D-W = 0.3083 
MB/P -0.0169 -2.9971 -0.5765 R2 = 
= 0.744 
GNP/P 0.0086 12.7322 1.9211 D-W = 0.3428 
TABLE 3.27.--The long-term government bond rate , 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M, /P -0.0031 -5.9151 -0.2294 „2 0.432 1 R = 
GNP/P 0.0025 6.2844 0.3449 D-W = 0.3075 
Mg/P -0.0023 -5.3176 -0.2234 R^ = 0.391 
GNP/P 0.0024 5.9348 0.3395 D-W = 0.2862 
MB/P -0.0178 -4.4602 -0.3733 R^ = 0.329 
GNP/P 0.0027 5.6469 0.3707 D-W : = 0.2752 
TABLE 3.28.--The Treasury bill rate , 1939-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0002 -0.2271 -0.0599 R^ = 0.614 
GNP/P 0.0084 9.3000 3.4664 D-y = = 0.1315 
t^/P 0.0003 0.3078 0.0848 R^ = 0.614 
GNP/P 0.0082 8.9928 3.3758 D-W = = 0.1314 
MB/P -0.0151 -1.8597 -0.9483 II 0.634 
GNP/P 0.0094 9.6559 3.8620 D-W = = 0.1311 
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Classical equation 
The equation representing the Classical hypothesis was of the form: 
° "0 +"'2 
i=0 (26) 
where 
R is the current nominal interest rate, 
M 
— is the real money stock, 
is the rate of change of the money supply, 
Y 
— is real gross national product, 
J is the rate of change of gross national product, 
AR is the rate of change in the nominal interest rate, and 
Z . is a weighted average of current and past rates of 
i=0 ^ c-i 
inflation. 
The data 
The data utilized in this section are exactly identical to that util­
ized earlier in this chapter. The test period ranged from the third 
quarter of 1939 to the fourth quarter of 1955. 
The results 
Tables 3.29 through 3.31 contain the results from this testing. With 
the exception of the rate of inflation, the signs were generally correct. 
2 
The R were reasonably high — in excess of 0.648 in all cases. 
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Keynesian equation 
The Keynesian equation used was equation (1) with the exception that 
a weighted average distributed lag on the money variable was added. The 
data used were identical to that utilized earlier in this chapter; third 
degree Almon polynomials were applied to the money variables. The sample 
period ranged from the first quarter of 1942 through the fourth quarter 
of 1955. 
The results 
The results for this period can be seen in Tables 3.32 through 3.34. 
2 
The R for the Keynesian model were higher, in general, than those for the 
Classical model. When the sum of the lag coefficients for the distributed 
lag was significant, it had the correct sign. It is obvious, though, that 
the coefficients for the money variable were not always negative (as the 
theory would imply should be the case). Real GNP always had the correct 
sign (positive) and was highly significant. 
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TABLE 3.29--The three-to-five year government security rate, 1939-1955. 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
MB/P -0.0218 -1.8140 -0.7442 
A(MB/P) -0.0069 -0.5176 -0.0029 2 ^ 
GNP/P 0.0087 10.2165 1.9403 ^ - n 
6(GNP/P) -0.0181 -1.1181 -0.0144 0.5046 
A(3-5) 0.0037 1.5223 0.0056 
Rate of Inflation 
Coefficient t-Stat 2 of lag coefficients: -0.1266 
-0.007 -0.834 
-0.007 -1.178 
-0.008 -1.335 
-0.008 -1.337 
-0.008 -1.330 
-0.008 -1.367 
-0.008 -1.452 
-0.008 -1.554 
-0.008 -1.560 
-0.007 -1.355 
-0.007 -1.038 
-0.006 -0.763 
-0.006 -0.563 
-0.005 -0.424 
-0.005 -0.325 
-0.004 -0.252 
-0.004 -0.198 
-0.003 -0.156 
-0.002 -0.122 
-0.002 -0.096 
-0.001 -0.074 
-0.001 -0.056 
-0.001 -0.040 
-0.000 -0.027 
-0.000 -0.016 
0.0 0.0 
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TABLE 3.29—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0045 -1.5095 -0.5478 
A(M^/P) -0.0647 -5.0003 -0.0435 = Q 829 
GNP/P 0.0078 9.3656 1.7397 D-W = 0.9244 
A(GNP/P) -0.0096 -0.7418 -0.0077 
A (3-5) 0.0040 1.9318 0.0059 
Rate of Inflation 
Coefficient t-Stat E of lag coefficients: 0.0374 
0.009 0.731 t-Stat: = 0.1794 
0.007 0.680 
0.004 0.486 
0.003 0.278 
0.001 0.124 
0.000 0.013 
-0.001 -0.074 
-0.001 -0.145 
-0.001 -0.189 
-0.001 -0.182 
-0.001 -0.135 
-0.001 -0.082 
-0.001 -0.039 
-0.000 -0.006 
0.000 0.019 
0.001 0.040 
0.001 0.056 
0.002 0.069 
0.002 0.081 
0.003 0.090 
0.003 0.099 
0.003 0.106 
0.002 0.113 
0.002 0.118 
0.001 0.123 
0.0  0 .0  
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TABLE 3.29--Continued. 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
t^/P -0.0017 -0.7825 -0.2780 
6(Mg/P) -0.0646 -4.3381 -0.0407 R^ = 0.825 
GNP/P 0.0075 9.1970 1.6794 D-W = 0.8668 
A(GNP/P) -0.0086 -0.6409 -0.0068 
A (3-5 ) 0.003 9 1.8803 0.0058 
Rate of Inflation 
Coefficient T-Stat Z of lag coefficients: -0.1069 
-0.000 -0.017 
-0.002 -0.212 
-0.003 -0.403 
-0.004 -0.532 
-0.005 -0.630 
-0.006 -0.733 
-0.007 -0.857 
-0.007 -1.000 
-0.007 -1.096 
-0.007 -1.032 
-0.007 -0.836 
-0.007 -0.638 
-0.007 -0.486 
-0.006 -0.377 
-0.006 -0.298 
-0.005 -0.239 
-0.005 -0.194 
-0.004 -0.158 
-0.003 -0.129 
-0.003 -0.106 
-0.002 -0.087 
-0.002 -0.070 
-0.001 -0.056 
-0.001 -0.044 
-0.000 -0.034 
0,0  0 .0  
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TABLE 3.30.—The long-term government bond rate, 1939-1955. 
Independent 
Variable 
Regression 
Coefficient 
t-Value Mean 
Elasticity 
MB/P 
A(MB/P) 
GNP/P 
à (GNP/P) 
à(L-T) 
0.0053 
0.0110 
0.0010 
-0.0046 
0.0173 
Rate of Inflation 
Coefficient t-Stat 
-0.022 -4.988 
-0.021 -6.310 
-0.021 -6.587 
-0.020 -6.245 
-0.020 -6.008 
-0.020 -6.082 
-0.020 -6.468 
-0.019 -7.021 
-0.019 -7.240 
-0.019 -6.532 
-0.019 -5.252 
-0.019 -4.088 
-0.018 -3.230 
-0.018 -2.626 
-0.017 -2.194 
-0.017 -1.878 
-0.016 -.1.640 
-0.015 -1.457 
-0.014 -1.312 
-0.013 -1.196 
-0.011 -1.102 
-0.009 -1.023 
-0.007 -0.957 
-0.005 -0.901 
-0.003 -0.853 
0.0 0.0 
0.8399 
1.5323 
2.2363 
-0.5389 
3.7207 
0.1127 
0.0028 
0.1420 
-0.0022 
0.0007 
R = 0.648 
D-W - 0.9608 
T, of lag coefficients: -0.4016 
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table 3.30.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P 0.0008 0.4436 0.0603 
6(Mj/P) -0.0147 -1.8614 -0.0060 R^ = 0.670 
GNP/P 0.0008 1.6987 0.1205 D-W = 0.9433 
6(GNP/P) -0.0064 -0.8150 -0.0031 
A(L-T) 0.0177 3.9758 0.0081 
Rate of Inflation 
Coefficient t-Stat Z of lag coefficients: -0.4053 
-0.023 -3.020 
-0.022 -3.691 
-0.021 -3.745 
-0.020 -3.459 
-0.019 -3.256 
-0.019 -3.246 
-0.018 -3.433 
-0.018 -3.763 
-0.018 -4.004 
-0.018 -3.752 
-0.018 -3.077 
-0.018 -2.411 
-0.018 -1.916 
-0.018 -1.570 
-0.017 -1.326 
-0.017 -1.149 
-0.017 -1.017 
-0.016 -0.916 
-0.015 -0.837 
-0.014 -0.775 
-0.012 -0.724 
-0.011 -0.682 
-0.009 -0.647 
-0.006 -0.617 
-0.003 -0.592 
0.0 0.0 
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TABLE 3.30.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M,/P 0.0008 0.6394 0.0857 
A (Î^/P) -0.0107 -1.1697 -0.0041 R^ = 0.660 
GNP/P 0.0008 1.7479 0.1230 D-W = 0.9235 
6(GNP/P) -0.0064 -0.7800 -0.0031 
A(L-T) 0.0178 3.9284 0.0081 
Rate of Inflation 
Coefficient t-Stat S of lag coefficients: -0.4153 
-0.024 -3.468 t-Stat: = -3.6561 
-0.023 -4.240 
-0.022 -4.333 
-0.021 -4.016 
-0.020 -3.777 
-0.019 -3.756 
-0.019 -3.960 
-0.019 -4.325 
-0.018 -4.577 
-0.018 -4.268 
-0.018 -3.495 
-0.018 -2.743 
-0.018 -2.184 
-0.018 -1.793 
-0.018 -1.517 
-0.017 -1.317 
-0.017 -1.168 
-0.016 -1.054 
-0.015 -0.966 
-0.014 -0.895 
-0.013 -0.837 
-0.011 -0.790 
-0.009 -0.751 
-0.006 -0,718 
-0.003 -0.689 
0.0 0 .0  
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TABLE 3.31.—The Treasury bill rate, 1939-1955. 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
MB/P -0.0721 -5.0521 -4.5045 
A(MB/P) -0.0429 -2.7040 -0.0337 _2 _ 
GNP/P 0.0119 11.3792 4.8675 ^ „ - n oonc: 
6(GNP/P) -0.0306 -1.6046 -0.0448 ' ^ 
A(Bill) 0.0001 0.3504 0.0051 
Rate of Inflation 
Coeff ic ient t-Stat Z of lag coefficients: 0.2476 
-0.002 -0.211 t-Stat: « 1.7612 
-0.000 -0.055 
0.001 0.178 
0.003 0.399 
0.005 0.609 
0.006 0.846 
0.008 1.139 
0.009 1.491 
0.011 1.789 
0.012 1.830 
0.013 1.6?3 
0.014 1.388 
0.015 1.182 
0.016 1.025 
0.016 0.905 
0.016 0.813 
0.016 0.741 
0.016 0.682 
0.015 0.634 
0.014 0.595 
0.013 0.561 
0.011 0.533 
0.009 0.508 
0.006 0.486 
0.003 0.4S6 
0.0  0 .0  
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TABLE 3.31.--Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M^/P -0.0187 -5.3820 -4.1164 
A(M^/P) -0.1191 -7.9959 -0.1472 = 0.844 
GNP/P 0.0111 11.3146 4.5619 D-W = 0.7770 
6(GNP/P) -0.0129 -0.8651 -0.0188 
A(Bill) 0.00008 0.2310 0.0027 
Rate of Inflation 
Coefficient t-Stat E of lag coefficients: 0.9731 
0.059 4.082 
0.052 4.676 
0.047 4.456 
0.043 3.904 
0.040 3.532 
0.038 3.433 
0.037 3.591 
0.036 3.590 
0.037 4.267 
0.037 4.098 
0.038 3.468 
0.040 2.818 
0.041 2.327 
0.042 1.982 
0.043 1.738 
0.044 1.562 
0.044 1.432 
0.044 1.333 
0.043 1.256 
0.040 1.195 
0.037 1.146 
0.033 1.105 
0.027 1.072 
0.020 1.044 
0.011 1.021 
0 . 0  0 . 0  
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TABLE 3.31.—Continued. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
M,/P -0.0118 -4.5543 -3.4272 
ACMg/P) -0.1353 -7.8561 -0.1553 R^ = 0.839 
GNP/P 0.0107 11.0165 4.3875 D-W = 0.7836 
A(GNP/P) -0.0147 -0.9556 -0.0216 
A(Bill) 0.00007 0.2222 0.0027 
Rate of Inflation 
Coefficient t-Stat Z of lag coefficients: 0.6832 
0.041 3.089 t-Stat: =3.1833 
0.035 3.505 
0.031 3.333 
0.028 2.910 
0.026 2.621 
0.025 2.543 
0.024 2.666 
0.024 2.948 
0.024 3.205 
0.025 3.104 
0.026 2.659 
0.028 2.191 
0.029 1.835 
0.030 1.582 
0.031 1.404 
0.032 1.274 
0.032 1.178 
0.032 1.105 
0.032 1.048 
0.030 1.003 
0.028 0.966 
0.025 0.937 
0.020 0.912 
0.015 0.891 
0.008 0.874 
0 . 0  0 . 0  
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TABLE 3.32.--The three-to-five year government security rate, 1942-1955. 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
GNP/P 0.0100 16.4354 2.2041 = 0.843 
MB/P D-W = 0.5817 
Coefficient t-Stat 
Z of lag coefficients: -0.0004 
t-Stat: = -0.0821 
-0.013 -1.351 
-0.010 -4.300 
-0.006 -1.141 
-0.003 -0.416 
0.001 0.260 
0.004 1.561 
0.007 1.241 
0.008 0.932 
0.007 0.778 
0.005 0.686 
0.0 0.0 
GNP/P 
Kj^/P 
0,0087 
Coefficient t-Stat 
-0.017 -6.244 
-0.004 -6.876 
0.004 2.795 
0.007 4.468 
0.007 6.270 
0.005 6.433 
0.002 1.311 
-0.001 -0.575 
-0.003 -1.364 
-0.003 -1.792 
0.0 0.0 
14.8405 1.9037 R = 0.873 
D-W = 0.6605 
E of lag coefficients: -0.0023 
t-Stat: = -2.7082 
GNP/P 
Mg/P 
0.0091 
Coefficient t-Stat 
-0.015 -7.450 
-0.003 -7.807 
0.004 3.658 
0.007 5.599 
0.007 7.722 
0.005 7.743 
0.002 1.485 
-0.001 -0.807 
-0.003 -1.765 
-0.003 -2.281 
0.0 0.0 
17.2855 2.0009 R = 0.895 
D-W = 0.7660 
E of lag coefficients: -0.0017 
t-Stat: = -2.7806 
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TABLE 3.33.—The long-term government bond rate, 1942-1955. 
Independent Regression t-Value îfean 
Variable Coefficient Elasticity 
GNP/P 0.0046 12.9262 0.6776 R^ = 0.750 
MB/P D-W = 0.5392 
Coefficient t-Stat 
-0.012 -2.165 E of lag coefficients: -0.0082 
-0.004 -2.957 t-•Stat: = -2.5061 
0.001 0.293 
0.003 0.928 
0.004 1.499 
0.003 1.765 
0.001 0.382 
-0.001 -0.114 
-0.002 -0.323 
-0.002 -0.438 
0.0 0.0 
GNP/P 
2^/P 
0.0042 15.1068 0.6160 R = 0.866 
D-W = 0.9144 
Coefficient t-Stat 
-0.010 -7.797 S of lag coefficients: -0.0025 
-0.002 -7.172 t-Stat: = -5.9861 
0.003 4.121 
0.005 6.011 
0.005 8.035 
0.003 7.608 
0.001 1.029 
-0.001 -1.288 
-0.003 -2.246 . 
-0.003 -2.760 
0.0 0.0 
ÎP/P 0.0044 16.1875 0.6480 R^ = 0.869 
Mg/P D-W = 0.9173 
Coefficient t-Stat 
-0.008 -7.945 Z of lag coefficients: -0.0019 
-0.001 -7.362 t-Stat: = -6.0155 
0.002 4.305 
0.004 6.218 
0.004 8.278 
0.002 7.788 
0.001 1.057 
-0.001 -1.325 
-0.002 -2.310 
-0.002 -2.838 
0.0 0.0 
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TABLE 3.34.—The Treasury bill rate, 1942-1955. 
Independent Regression t-Value Mean 
Variable Coefficient Elasticity 
GNP/P 0.0103 10.7501 3.8372 R^ = 0.734 
MB/P D-W = 0.3060 
Coefficient t-Stat 
-0.011 -0.732 2 of lag coefficients: 0.0089 
-0.014 -3.869 t-Stat: = 1.0127 
-0.013 -1.446 
-0.008 -0.842 
-0.002 -0.265 
0.005 1.173 
0.011 1.325 
0.015 1.150 
0.015 1.049 
0.011 0.985 
0.0 0.0 
GNP/P 
M^/P 
0.0078 8.0598 2.8854 R^ = 0.764 
D-W = 0.2761 
Coefficient t-Stat 
-0.013 -2.969 S of lag coefficients: 0.0001 
-0.004 -4.828 t-Stat: = 0.1142 
0.002 0.613 
0.004 1.601 
0.005 2.638 
0.004 3.289 
0.003 1.136 
0.001 0.247 
-0.001 -0,139 
-0.001 -0.351 
0.0 0.0 
GNP/P 0.0081 8.9611 3.0041 R^ = 0.790 
D-W = 0.2978 
Coefficient t-Stat 
-0.012 -3.393 Z of lag coefficients: 0.0006 
-0.003 -5.165 t-Stat: = 0.5934 
0.002 0.949 
0.004 2.034 
0.005 3.200 
0.004 3.813 
0.002 1.228 
0.001 0.181 
-0.001 -0.270 
-0.001 • -0.518 
0.0 0.0 
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CHAPTER IV. 
SUMMARY AND C(INCLUSIONS 
The purpose of this study was to test two hypotheses of interest 
rate determination to see if either could explain why interest rates were 
low in the United States during the 1940's. Several formulations of both 
Classical and Keynesian formulations were utilized to accomplish this 
goal. 
The results obtained indicate that none of the Classical formulations 
adequately explain these interest rate fluctuations. The Keynesian port­
folio adjustment model, likewise, performs very poorly. The simple 
Keynesian equation (3) as it was used in the final testing and in Tables 
3.12 - 3.14 seems to perform best although it should be noted that in­
correct signs were a problem for this and all other tests. 
In short, it seems fairly clear that interest rate fluctuations 
during the 1940's cannot be adequately explained using the Classical and 
Keynesian hypotheses employed in this study. 
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SOURCES OF DATA 
PI: Annual data for personal income was taken from the Data 
Bank Retrieval System, 1971 (DRI). 
GNP: Annual GNP data was obtained from various issues of the 
Economic Report of the President for the years prior to 
1947. This was distributed (to obtain quarterly data) 
according to the quarterly data obtained from the 1954 
edition of Nationa1 Income (a supplement to the Survey 
of Current Business). Quarterly and annual GNP data for 
1947-1971 was obtained from the DRI. 
P: Annual data for the GNP price deflator (1958 = 100) was 
obtained from the DRI. Linear interpolation was applied 
to this data to obtain quarterly data prior to 1947. 
Quarterly data for 1947-1971 came from the DRI. 
Monetary Base: was obtained from the Federal Reserve Bank of St. Louis. 
It was computed as quarterly averages of monthly data, 
seasonally adjusted. 
Data prior to 1947 (both quarterly and monthly) was ob­
tained from Friedman and Schwartz, Monetary Statistics of 
the United States. Thirteen-month averages were used for 
annual data (December through December); four-month 
averages were used for quarterly data. Post-1947 data 
came from the DRI. 
Pre-1963 data was thirteen-month averages for annual and 
four-month averages for quarterly applied to data obtained 
from Friedman and Schwartz, Monetary Statistics of the U.S. 
1963-1971 data was obtained from the DRI. 
are interest rates on three-to-five year taxable notes of 
the U.S. Treasury. Annual data: Prior to 1947, monthly 
data was obtained from various issues of the Economic 
Report of the President. Thirteen-month averages were 
employed to obtain annual averages. Post-1947 data came 
from the DRI. Quarterly data: monthly averages of data 
from various issues of the Economic Report of the President. 
Interest rates on taxable long-term government bonds. 
Annual data, 1947-1971 was from DRI. Annual data prior to 
1941 and all quarterly data was from various issues of the 
Economic Report of the President. Since long-term bonds 
were not taxable prior to 1941, the data was adjusted 
upward to approximate taxable rates for those years. 
"2: 
3-5: 
L-T: 
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4-6: The four-to-six months prime commercial paper rate was 
obtained from the DRI for post-1947 years and from various 
issues of the Economic Report of the President for pre-
1947 years. 
Aaa: Moody's Aaa corporate bond rate was obtained from the DRI 
for post-1947 years and from various issues of the 
Economic Report of the President for pre-1947 years. 
Bill Rate: The Treasury bill rate came from the DRI (post-1947) and 
the Economic Report of the President (pre-1947). 
Government is holdings of interest-bearing government debt held by 
Securities: commercial banks and the general public (both market­
able and non-marketable). This data was obtained from 
various issues of the Federal Reserve Bulletin. Linear 
interpolation was applied to semi-annual observations 
prior to 1942. Monthly averages were used for data 
Unemployment: The rate of unemployment for all workers (base = 4.0) was 
obtained from the Economic Report of the President. 
TD-R: is the maximum rate of interest that may be paid on time 
deposits by commercial banks as established by the Board 
of Governors of the Federal Reserve System under pro­
visions of Regulation Q. This was obtained from the DRI 
for the years after 1947 and from various issues of the 
Federal Reserve Bulletin for the earlier years. 
Note: In many of the data series it was necessary to adjust the earlier 
data so that the entire series would be continuous. This was done 
in each case by determining the percentage difference between the 
data for the year 1947 and adjusting the earlier data using that 
percentage difference. 
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